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To An Educated Educator 


“Whom, then, do 3 calf educafed...? Sirsf, fhose who manage wefl 
fhe cireumsfances which they encounfer day by day, and who possess a 
judgement which is accurate in meefing occasions as fhey arise and rarefy 
misses fhe expedienf course of acfion; nexf, fhose who are decenf and 
honourable in their infereourse wifh aff with whom fhey associate, foferaf- 
ing easify and good-nafuredfy whaf is unpfeasanf or offensive in ofhers 
and being themsefves as agreeable and reasonable fo their associates as if 
is possible fo be; furthermore, fhose who hold their pleasures afways under 
eonfrof and are nof unduly overcome 6y fheir misforfunes, bearing up 
under fhem bravefy and in a manner worthy of our common nature; finally, 
and mosf imporfanf of aff, fhose who are nof spoifed by successes and do 
nof desert their frue sefves and become arrogant, buf hofd their ground 
steadfastly as infeffigenf men, nof rejoicing in fhe good things which have 
come fo them fhrough chance rafher fhan in fhose which fhrough their own 
nafure and infeffigence are theirs from Fheir birth.” 


Ssocrafes, Panafhenaicus 


The following contributions are presented, in affection and esteem, to 


HON. ARTHUR T. VANDERBILT 


on his assuming the office of Chief Justice of the Supreme Court of New 
Jersey. In 1945, as Dean of New York University School of Law he 
brought the Tax Law Review into existence. Now, as Chairman of its 
Advisory Board he will continue to afford it wise and experienced 
guidance. 


—TueE EpiTor-1n-CuieFr, Facutty Epitors, Anp Apvisory BOARD 

















Federal Tax Problems Relating To 
Property Owned In Joint Tenancy 
And Tenancy By The Entirety 


HARRY J. RUDICK 
I. INTRODUCTORY 


J OINT tenancy and tenancy by the entirety are common and familiar types 
of ownership. Although there do not appear to be any statistics on the 
subject, it is safe to assume that a very substantial part of the real estate 
(and, to a lesser extent, savings bank deposits) owned by American mar- 
ried couples is owned by them in joint tenancy or tenancy by the entirety. 
It is consequently not surprising that a myriad of tax problems has arisen 
peculiar to the two estates. The passage of the Revenue Act of 1948 
brings these problems to the forefront at the present time; for by estab- 
lishing an approximate “equalization” in the tax burdens of married 
couples in common law and community property states the Act introduces 
into the federal law what may be termed a tax concept of joint ownership. 
The introduction of this concept removes, as a practical matter, some of 
the tax problems peculiar to the two joint property estates but it leaves 
many others and it adds a few of its own. 

Since the tax problems spring from the distinctive features of joint 
tenancy and tenancy by the entirety, it seems worthwhile, at the beginning, 
to catalogue these features. Although both estates stem from the common 
law, their distinguishing characteristics vary somewhat in different juris- 
dictions as a result of statutory modifications and decisional divergences ; 
hence the precise legal relationships of the tenants to each other and to 
third parties will depend on local law. Generally speaking, however, it 
may be said that the differentiative features of the two tenancies are these : 


Harry J. Rupicx is Professor of Law at New York University and a partner of 
Lord, Day & Lord, New York City; author of many articles for law reviews; member 
of tax committees of the New York State and American Bar Associations; lecturer at 
the Practising Law Institute and the New School for Social Research; counsel to the 
Business Committee of the National Planning Association, and member of the United 
States Treasury Advisory Committee on Estate and Gift Taxes. The author is indebted 
to R. Palmer Baker, Jr., of the New York Bar, for valuable aid in the preparation of 
this article. 
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Joint Tenancy 


(1) There may be any number of joint tenants and they need not be 
related to each other by blood or marriage, although most frequently the 
joint tenants are husband and wife. Each owns the whole property subject 
to the rights of the others, t.e., per my et per tout, as distinguished from 
an undivided fraction of the whole.* 

(2) Each joint tenant’s rights and obligations with respect to the 
property are equal. 

(3) Any joint tenant may cause a partition of the property and thus 
obtain his proportionate share free from the restrictions of the joint 
tenancy. This means that where it is impracticable physically to divide the 
property, the property is sold and the proceeds divided.’ 

(4) The interest of a deceased joint tenant will not pass to his per- 
sonal representatives, creditors, heirs or devisees but will be acquired 
instead by the surviving joint tenarit or tenants by operation of law. This 
last is the most significant characteristic of joint tenancy (and of tenancy 
by the entirety as well) and constitutes the principal distinction from 
most other types of ownership in which more than one person possesses a 
proprietary interest, ¢.g., tenancy in common, partnership, joint venture, 
association and trust. 


Tenancy by the Entirety 


(1) The tenants must be husband and wife and the tenancy exists only 
during coverture; divorce terminates it.* . 

(2) Each spouse is entitled to half the net income from the property 
except in a few jurisdictions where the old common law rule prevails and 
the husband is entitled to all of the net income. 

(3) Neither spouse may as of right seek a partition of the property, 
although either spouse may alienate his interest and both spouses together 
can convey the property. The inability of either spouse, acting alone, to 
terminate the tenancy constitutes the chief difference from a husband and 
wife joint tenancy. 

(4) As in the case of joint tenancies, the entire property passes to the 


148 C.J.S. 910 defines joint tenancy as “a single estate in property owned by two or 
more persons under one instrument or act.” 

2 The joint tenants are not disqualified from bidding at the sale. 

3 The divorced spouses become tenants in common, although in a few jurisdictions the 
rule seems to be different. 27 C.J.S. 839. A divorce does not automatically convert a 
husband and wife joint tenancy into a tenancy in common. 27 C.J.S. 840. 
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surviving tenant free from the claims of creditors, heirs, legatees and 
devisees of the deceased spouse. 

Joint tenancies and tenancies by the entirety are common law estates 
and were in widespread use in this country before their tax consequences 
became of importance. Regardless of changes in the tax law their use 
may be expected to continue.* Both tenancies are very convenient types 
of ownership for husband and wife, particularly with respect to property 
which constitutes the home or the savings for family emergencies of the 
couple. Keeping the property in both names adds to the sense of family 
solidarity. More important than this imponderable factor is the fact that 
in the event of the death of one spouse, the sole ownership of the property 
passes to the survivor without the trouble and expense (executor’s com- 
missions, attorney’s fees and similar costs) of probate. Moreover, the 
property in the hands of the surviving spouse is free from the claims of 
creditors of the deceased spouse. 

It may also be noted that the question of whether or not a joint tenancy 
or tenancy by the entirety exists is purely one of local law.® For example, 
in some jurisdictions a deed to two persons would automatically produce a 
joint tenancy or tenancy by the entirety if the persons were husband and 
wife whereas if they were not, a tenancy in common would result. In 
other jurisdictions, a tenancy in common is presumed even if the grantees 
are husband and wife, unless words are added to the deed to indicate that 
the survivorship feature is intended and/or that neither spouse can convey 
the property without the joining of the other. Generally, the intention of 
the parties, expressed or implied, is controlling, rather than the form of 
title. Thus, there have been cases where property in the name of one 
spouse was held to be jointly owned ® and other cases where property 
held in joint names was ruled to be the property of only one spouse.’ 
Generally, both real and personal (whether tangible or intangible) prop- 
erty may be owned jointly; but tenancies by the entirety are confined in 
most jurisdictions to real estate. 


II. Estate Tax Prospiems 


With respect to the estate tax, simplicity is a virtue conspicuously ab- 
sent from the Revenue Act of 1948. The Act leaves with us the existing 


4 Evidence of this is the fact that even in community property states considerable prop- 
erty appears to be owned by spouses in joint tenancy or tenancy by the entirety. 

5 Charles A. Morehead, Tax Problems in the Operation and Sale of Real Estate, 
25 Taxes 514 (June 1947). 

6 E.g. Alfred Hafner, 31 B.T.A. 338 (1934). 

? William R. Tracy, 25 B.T.A. 1055 (1932), rev’d on this issue, 70 F.2d 93 (C.C.A.6th 
1934). Property acquired with joint tenancy funds is generally treated as jointly owned 
property in the absence of an agreement to the contrary expressed or implied. 48 C.J.S. 
919; Alfred Hafner, supra note 6. 
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tax problems peculiar to joint estates and tenancies by the entirety; it 
complicates some of these and it adds others. Beginning in 1916 the 
various Revenue Acts and Internal Revenue Code have contained sub- 
stantially similar gross estate sections covering the subject of joint 
tenancies and tenancies by the entirety. The current Act does not touch 
these provisions. What the Act does do is to repeal the correlative 1942 
community property amendments.* In community property states the 
result of this change is, briefly, that only one-half of the value of property 
held in community will be includible in the gross estate of the first of the 
spouses to die. To produce “equalization” in the common law states the 
Act provides for a “marital deduction” which, in general, permits the 
deduction of gross estate transfers to the surviving spouse to the extent 
of 50% of the “adjusted gross estate.” ° The gross estate subject to this 
deduction is computed as it was prior to the Act. Specifically, the gross 
estate which qualifies for the deduction is “An amount equal to the value of 
any interest in property which passes or has passed from the decedent to 
his surviving spouse, but only to the extent that such interest is included 
in determining the gross estate.” As stated in the Senate Finance Com- 
mittee Report,’® “The definition of the interest passing from a decedent 
is broad enough to cover all the interests determining the value of the 
decedent’s gross estate under the various sub-sections of 811 of the Code.” 
The definition thus includes any interest acquired by survivors in case of 
joint tenancy or tenancy by the entirety with the decedent. 





The Amount Includible in the Deceased Tenant’s Gross Estate 


The estate tax rules applicable to joint tenancies and to tenancies by 
the entirety are identical. The present statutory provision * provides for 


8 Revenue Act of 1948, Sec. 351, repealing I.R.C. §§ 811(d)(5), 811(e)(2) and 
811(g) (4). 

® Revenue Act of 1948, Sec. 361, adding I.R.C. § 812(e). By “adjusted gross estate” 
is meant, in general, the gross estate less the deduction of the funeral and administration 
expenses, claims against the estate, indebtedness and cost of supporting decedent’s de- 
pendents during settlement allowed by § 812(b) of the Code. 

10 Sen. Rep. No. 1013, Part 2, 80th Cong., 2d Sess. 3 (1948). 

117T.R.C. § 811(e) (1). “Jornr INTERESTS.—To the extent of the interest therein held 
as joint tenants by the decedent and any other person, or as tenants by the entirety by 
the decedent and spouse, or deposited, with any person carrying on the banking busi- 
ness, in their joint names and payable to either or the survivor, except such part thereof 
as may be shown to have originally belonged to such other person and never to have 
been received or acquired by the latter from the decedent for less than an adequate 
and full consideration in money or money’s worth: Provided, That where such property 
or any part thereof, or part of the consideration with which such property was acquired, 
is shown to have been at any time acquired by such other person from the decedent 
for less than an adequate and full consideration in money or money’s worth, there 
shall be excepted only such part of the value of such property as is proportionate to the 
consideration furnished by such other person: Provided further, That where any prop- 





) 
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the inclusion in the deceased tenant’s gross estate of the entire value of 
the property at death (or at the optional valuation date) except such part 
as may be shown to have originally belonged to the other joint tenants 
(or the surviving spouse in the case of an entirety) and never to have 
been received by them from the decedent for less than an adequate con- 
sideration in money or money’s worth. The statute further provides that 
where the property was acquired by the tenants by gift, bequest, devise 
or inheritance, only half the value of the property is included in the case 
of an entirety, while in a joint tenancy, a fractional part determined by 
dividing the value of the property by the number of joint tenants is 
included.** Accordingly, when a gift is to be made to one or the other of 
a married couple, it may sometimes be advantageous, from the viewpoint 
of the estate taxes of the couple, to make the gift to both of them as joint 
tenants or tenants by the entirety. 

Although the statutory provision might possibly have been interpreted 
to require the exclusion of merely the actual consideration supplied by the 
surviving joint tenants—that is the rule of section 811(i) relating to 
sections 811(c), (d) and (f)—the regulations ** have interpreted the 
law to mean that if the survivor contributed a fraction of the considera- 
tion, that fraction of the value on the date of death (or the optional 
valuation date) is excluded. For example, if the property was acquired 
at a cost of $10,000 to which the surviving wife contributed $5,000, and 
if the value of the property at the critical valuation date was $100,000, 
the amount includible in the husband’s estate would be $50,000 and not 
$95,000. If a non-contributing tenant dies first, no part of the value of 
the property would be includible in his or her gross estate.** The Revenue 
Act of 1948 makes no changes in this respect. 


erty has been acquired by gift, bequest, devise, or inheritance, as a tenancy by the 
entirety by the decedent and spouse, then to the extent of one-half of the value thereof, 
or, where so acquired by the decedent and any other person as joint tenants and their 
interests are not otherwise specified or fixed by law, then to the extent of the value of 
a fractional part to be determined by dividing the value of the property by the number of 
joint tenants.” 

12 The evolution of the existing statute and the long and interesting controversy over 
the constitutionality of the estate tax provisions relating to joint ownership and owner- 
ship by the entirety are described in Paut, Feperat Estate anp Girt Taxation 395 
et seq. See also Griswotp, CASES AND MATERIALS ON FEDERAL TAXATION 192 et seq. 
(1st ed., 1940). The constitutional questions implicit in the present provision have been 
laid to rest. It has, for example, been held by the Supreme Court, United States vy. 
Jacobs, 306 U.S. 363 (1939), that the statute may validly apply to tenancies created 
prior to 1916 (the date of the first federal estate tax law of the present era) (see 
§ 811(h)); also, that it is valid to require inclusion of the entire value of the 
property in a deceased tenant’s gross estate if that tenant directly or indirectly sup- 
plied the entire consideration for the acquisition of the property. 

13 Reg. 105, Sec. 81.22. 

14 Reg. 105, Sec. 81.22; Estate of Nathalie Koussevitsky, 5 T:C. 650 (1945). 
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The statutory requirement that there may be excluded only such part 
as may be shown to have never been received by the surviving tenant from 
the decedent for less than an adequate consideration, etc., has been strictly 
construed in favor of the Government. Thus, where the husband has 
made an outright gift to the wife and years later the wife has converted 
her individual ownership of the gift property into joint ownership, the 
entire value of the property has been included in the husband’s estate.” 
There is a questionable case, McCrady v. Heiner,*® which holds that 
where the property was never individually owned by the husband (even 
though he supplied all of the consideration), it would not be includible 
in his gross estate. In this case, the husband had paid for the property but 
had title taken in his wife’s name. Thereafter, the wife transferred the 
property to‘a joint tenancy with her husband. It is to be noted that the 
McCrady case antedates the Supreme Court’s decision in Dimock v. 
Corwin.’" Moreover, at least one other court has refused to follow the 
McCrady case. In Stuart v. Hassett,** the husband in 1908 had paid for 
property, title to which was taken in the name of the wife. In 1926, the 
wife conveyed the property to a dummy who immediately deeded it to the 
husband, wife and a son of the couple as joint tenants. On the death 
of the husband, the entire value of the property was taxed in his estate. 
An interesting query is whether, in cases like the McCrady and Stuart 
cases, if the wife had been subjected to a gift tax on creation of the 
tenancy, credit would have been allowable for such gift tax against estate 
tax on the husband’s estate. The equities of the situation would favor 
the allowance of the credit, but a literal reading of the credit provisions ** 
as they stood prior to the 1948 amendments seems to preclude the 
allowance.” 

The burden of proof as to the contribution of the surviving tenant is 
on the executor.** Where there have been deposits and withdrawals by 


15 Dimock v. Corwin, 306 U.S. 363, 371 (1939). 

1619 F, Supp. 575 (W. D. Pa. 1937). 

17 Supra note 15, 

18 41 F. Supp. 905 (D. C. Mass. 1941) ; accord, Estate of Edward T. Kelley, 22 B.T.A. 
421 (1931); Elizabeth F. Bowditch, Ex’x, 23 B.T.A. 1266 (1931), rev'd per curiam, 
62 F.2d 1065 (C.C.A.1st 1933). See also Estate of Louis Bendet, 5 TCM 302 (1946), 
where cash given by the deceased husband to his wife to do with as she pleased was 
later deposited by her in a joint bank account. The amount so deposited was taxed in 
the husband’s estate. 

19T.R.C. §§ 813(a), 936(b). 

20 Cf. Estate of William MacPherson Hornor, 44 B.T.A, 1136 (1941), aff’d, 130 F.2d 649 
(C.C.A.3d 1942), discussed infra p. 12, and see the discussion of the changes made by 
the Revenue Act of 1948, infra pp. 14 et seq. 

21 Foster v. Comm’r, 90 F.2d 486 (C.C.A.9th 1937), aff'd per curiam, 303 U.S. 618 
(1938). 








| 
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both joint tenants, the difficulties of proof may be insuperable.” There 
has been a series of cases in which it has been contended that the sur- 
viving wife had contributed to the acquisition of property owned jointly 
or by the entirety by reason of services rendered by such surviving wife. 
In some of these cases the argument has succeeded and in others it has 
failed. The line does not seem to be a very clear one but apparently there 
must be a business conducted by the spouses under an informal agree- 
ment to share profits even though this agreement does not amount to a 
partnership.” 

Gifts by one spouse to the other which are unrelated to the acquisitions 
of the jointly-owned property do not constitute a contribution to the cost 
of the property. Thus, expenditures by a wife of her own funds for the 
schooling of the couple’s children and for the maintenance of a home 
purchased with the husband’s funds, which home was later transferred to 
a tenancy by the entirety, were held.not to be such a consideration as to 
justify exclusion of part of the property from the husband’s estate.** Nor 
is a relinquishment of marital rights by a spouse an adequate considera- 
tion in money or money’s worth for purposes of section 811(e) (1) * or, 
for that matter, any of the other sub-sections of section 811.” 

It has been held that where tenants by the entirety assume a mortgage 
as part of the purchase price, each spouse being personally liable, each is 
considered a purchaser to the extent of one-half the mortgage.” Pre- 


22 See, e.g., Estate of Elwood Mead, B.T.A. Memo. Dkt. 99460 (April 1942), where 
it was shown that the surviving wife had contributed some money to a joint account but 
it was not shown that she did not withdraw it. The whole account was included in 
the husband’s estate. On the other hand, a note in the joint names of the spouses was 
held to be the individual property of the surviving wife; and other property in both 
names was held to be owned in common rather than jointly. See also Estate of Louis 
Bendet, supra note 18. Cf. Estate of Ralph O. Howard, 9 T.C. No. 155 (1947). 

23 Berkowitz v. Comm’r, 108 F.2d 319 (C.C.A.3d 1939). Cf. Bushman v. United 
States, 8 F. Supp. 694 (Ct. Cl. 1934), cert. denied, 295 U.S. 756 (1935). In the last 
cited case, the surviving wife had assisted her husband in his law practice and in the 
management of real estate owned jointly or by the entirety; the court ruled that these 
services were not rendered because of any agreement to share profits but were rather 
out of love and affection and hence did not constitute the requisite consideration. See also 
Rogan v. Kammerdiner, 140 F.2d 569 (C.C.A.9th 1944). 

24 Fox v. Rothensies, 115 F.2d 42 (C.C.A.3d 1940). 

25 Sheets v. Comm’r, 95 F.2d 727 (C.C.A.8th 1938). Note, however, E.T. 19, 
discussed infra note 73. 

26 The last paragraph of § 812(b) provides: “For the purposes of this subchapter, a 
relinquishment or promised relinquishment of dower, curtesy, or of a statutory estate 
created in lieu of dower or curtesy, or of other marital rights in the decedent’s property 
or estate, shall not be considered to any extent a consideration ‘in money or money’s 
worth’.” 

27 Bremer v. Luff, 7 F. Supp. 148 (N. D. N. Y. 1933). The decision is criticized 
by Paut, FeperaL Estate anp Girt Taxation 406, 1946 SuppLement 215. How- 
ever, the result seems to the present writer to be correct except insofar as the hus- 
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sumably the same rule will apply in a joint tenancy. Thus, if H and W 
as joint tenants purchase some real estate for $20,000, paying $10,000 in 
cash and giving a $10,000 purchase money mortgage for the balance, and 
if, of the cash payment of $10,000, H contributed $8,000 and W $2,000, 
H has made a gift of $3,000 to W. On the death of H, 13/20ths of the 
applicable value will be included in his gross estate. If H, prior to his 
death, had curtailed the mortgage by $2,000, it would seem that he made 
a gift of $1,000 to W and that on his death 14/20ths of the applicable value 
should be included in his gross estate. If the spouses instead of assuming 
a mortgage buy subject to a mortgage, it would seem fair to make the 
allocation on the basis of contributions to the equity in the property.” 
Where a purchase money mortgage is given but only the husband is liable 
thereon, there should be a gift of one-half the equity and as the mort- 
gage is paid off there would be further gifts of one-half the amount 
paid off. In such a case, however, the whole value of the property would 
be included in the husband’s gross estate. 

If income from jointly-owned property is used to amortize the mortgage 
thereon, each joint tenant has contributed his share of such income, and 
hence has supplied, to that extent, adequate consideration in money or 
money’s worth.” 

The question of whether the property is owned in joint tenancy or 
tenancy by the entirety is determined according to local law.*° However, 
in an unusual situation, the Tax Court refused“ to give effect to a 
presumption of local law. Husband and wife as joint tenants had 
acquired by gift from the wife’s mother certain land on Long Island. 
Thereafter the land was improved by the construction of a house in which 
the couple lived and for which the husband paid. Years later the couple 
died in a common disaster (the burning and shipwreck of the S.S. 
Mohawk), and under New York law the property, in the absence of 
proof as to which spouse died last, devolved as if owned in common. The 
Tax Court, nevertheless, refused to exclude from the husband’s gross 
estate any part of the value of the improvements. The soundness of the 
decision is debatable. If, under local law, there was no joint tenancy at 
the moment of death, it is hard to see why section 811(e), relating to 





band’s estate was allowed a deduction for the full amount of the unpaid mortgage instead 
of only one-half; or, in the alternative, the value of the estate’s right of contribution 
from the surviving wife (in the event of payment of the mortgage) should have been 
included in the husband’s gross estate. 

28 Cf. Crane v. Comm’r, 331 U.S. 1 (1947). 

29 Drummond v. Paschal, U. S. D. C. Ark. Oct. 27, 1947, P-H {| 72,614 (1947). See also 
Paut, Feperat Estate AND Girt TAxaTion 406; note 10 supra. 

°0 Greenwood v. Comm’r, 134 F.2d 915 (C.C.A.9th 1943); Estate of Irwin A. Smith, 
45 B.T.A. 59 (1941) ; Merry M. Dennis, Ex’x, 26 B.T.A. 1120 (1932). 

81 City Bank Farmers Trust Co. (Peabody Estate), 41 B.T.A. 1, (1940). 
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joint interests, applied at all. Moreover, had there been a gift tax law 
when the husband paid for the improvements to the land, there would 
presumably have been a gift to the wife of half the value so that the 
interest transferred to the wife would not have completely escaped tax.** 


Tenancies Created or Severed in Contemplation of Death 


(1) Tenancies Created in Contemplation of Death. Where the con- 
tributing joint tenant or tenant by the entirety dies first, the value of the 
portion of the property contributed by him will be included in his gross 
estate under section 811(e). Hence, it will be unnecessary for the Govern- 
ment to assert that the tenancy was established in contemplation of death. 
However, the situation may be different where the tenancy is created by 
one who previously received the property as an outright gift from the 
surviving tenant. An interesting example of this situation is the Kous- 
sevitsky case.** Mrs. Koussevitsky had for some years received cash and 
securities from her husband as outright gifts. Shortly before her death 
the securities and amounts thus received were transferred into the joint 
ownership of Mr. and Mrs. Koussevitsky. The Government contended 
that the property was includible in Mrs. Koussevitsky’s estate for the 
reason that the transfer into joint ownership was a transfer which fell 
under subsections (c) and (d) of section 811; under the former because 
(1) it was a transfer in contemplation of death and (2) it was intended 
to take effect at death (Mrs. Koussevitsky being entitled to receive half 
of the income from the’‘property during her life) ; ** and under the latter 
because Mrs. Koussevitsky reserved the right during her lifetime to 
change the disposition of the property.** The Tax Court rejected the 
Government’s arguments and held that joint interests are covered ex- 
clusively by_section 811(e) except in the situation where the joint estate 
is actually created in contemplation of death; and that sections 811(c) 
and (d) are not otherwise applicable to joint interests. The Court further 
found that Mrs. Koussevitsky had not created the tenancy in contempla- 
tion of death and that therefore no part of the property was includible in 
her gross estate. 

(2) Tenancies Severed in Contemplation of Death. The contemplation- 
of-death issue has also been raised in cases where shortly prior to the death 
of one of the tenants, the tenancy has been severed and converted into sole 


32 For the gift tax treatment of such transactions under the Revenue Act of 1948, see 
infra Part III. 

33 Supra note 14. 

34 This, it seems to the writer, would only have justified including half of the property, 
if any. 

35 Again, since Mrs. Koussevitsky could have changed only the disposition of half the 
property, only that half, if any, could be justified as includible im the gross estate. 
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ownership by the surviving tenant. Thus, in Estate of Harold W. Grant,** 
the deceased husband had contributed the funds for very substantial joint 
bank accounts. While he was on his deathbed and in a coma, his wife, 
without his knowledge, withdrew the funds from the joint bank accounts 
and transferred them to bank accounts in her individual name. The Court 
held that the funds were includible in the deceased husband’s gross estate 
because in the absence of an agreement between joint owners to convert 
the joint ownership into individual ownership of the wife—no such 
agreement could be shown—the wife’s withdrawal of the funds did not 
change the character of the joint tenancy.*’ By way of dictum, the 
Court added that even if a gift of the funds had been consummated by 
the withdrawal from the joint account, it “might well be includible” 
under section 811(c) relating to transfers in contemplation of death.* 
This dictum seems sound enough. If a non compos individual can be 
charged with the motive of his guardian or of a supervisory court,* it 
seems not unreasonable to attribute to an unknowing tenant the motive 
of his joint tenant. It may be noted that if the withdrawal in the Grant 
case did amount to a gift by the husband and was in contemplation of 
death, the decedent’s heirs would still be better off financially than if no 
withdrawal had been made. This is because the gift tax payable on the 
withdrawal would have depleted the decedent’s net estate (either by actual 
payment by the decedent while still alive or else by allowance as a debt 
and, hence, a deduction from the gross estate) and would, in addition, 
have been allowable as a credit against the estate tax.“ 

In the Wilson case,** where the husband, less than three months be- 
fore his death, transferred funds out of joint bank accounts into bank 
accounts in his wife’s individual name, the money was included in the 
husband’s estate on the ground that the transfer was in contemplation of 
death—at least the presumption to that effect was not overcome. In this 
situation, it is simple to justify the result since, unlike the Grant case, the 
decedent himself severed the tenancy. 

Another interesting case involving contemplation of death is the Hornor 
case.*? In that case, the deceased husband had originally owned property 

861 T.C. 731 (1943). 

87 This reasoning is only persuasive if, under local law, a unilateral withdrawal of the 
funds did not terminate the tenancy. 

88 The Court further relied on the fact that § 811(e)(1) speaks of property “deposited” 
(with any person carrying on the banking business in joint names and payable to either 


or the survivor) rather than “on deposit” at the time of death, but this reasoning seems 
quite weak. 

89 City Bank Farmers Trust Co. v. McGowan, 323 U.S. 594 (1945). 

40 Reg. 105, Sec. 81.8. 

41 Estate of Henry Wilson, 2 T.C. 1059 (1943). 

42 Estate of William MacPherson Hornor, 44 B.T.A. 1136 (1941), af’d, 130 F.2d 649 
(C.C.A.3d 1942) without discussion of the contemplation of death point. 
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which was later transferred to himself and to his wife as tenants by the en- 
tirety. Within two years of the husband’s death, both spouses transferred 
the property in trust, reserving the income for their joint lives and for the 
life of the survivor and reserving a joint power of revocation. The Tax 
Court upheld the Commissioner’s contention that the property was in- 
cludible in the husband’s gross estate because (1) the presumption that 
the trust had been established in contemplation of death “*“—having been 
made within two years of death “*—was not overcome and (2) had the 
property been held directly by the spouses as tenants by the entirety, it 
would have all been taxable in the husband’s estate and in view of the 
joint right to revoke the trust, the position of the parties after creation 
of the trust was, for practical purposes, the same as before and hence the 
property was taxable the same as if the trust had not been created.** The 
case is further interesting because the Court held that the gift taxes pay- 
able by both spouses on establishment of the trust (on the respective values 
of each spouse’s interest in the remainder) were allowable as a credit 
against the estate tax owing by the husband’s estate. 


Credit for Gift Tax against Estate Tax 


Where a decedent has been subjected to gift tax on the creation of or 
addition to a joint tenancy or tenancy by the entirety, and the property is 
later included in the decedent’s gross estate, a credit has always been 
allowed for the gift tax against the estate tax, but subject to the limitation 
of the following ratio, to wit, that the credit may not exceed that pro- 
portion of the estate tax which the valuation of the property for estate 
tax or gift tax purposes, whichever is the lower, bears to the gross 
estate.*® The regulations also have provided that the valuation of the 
property be adjusted for the gift tax exclusion.** For example, assume 
that a husband purchases for himself and his wife as joint tenants 
property having a value of $206,000. He thereby makes a gift to his 
wife of $103,000. If the value of the property remains unchanged at 


43 Here, apparently, joint motive is brought into play. In the Grant case, the motive 
of the survivor was involved, while in the Wilson case, the motive of the decedent him- 
self was in question. 

44T. RC. § 811(c). 

45 Supra p. 11. But in reference to the Board’s statement at p. 1140 that “A trust 
created by joint tenants or tenants by the entirety has no greater force to keep the 
property from the gross estate of one of the settlors than would a similar trust created 
by an individual,” cf. the Koussevitsky case, supra p. 11 and notes 34 and 35. 

46 T.R.C. §§ 813(a), 936(b). Due to the anachronism of two separate estate taxes—the 
basic tax and the additional tax—it is necessary to have two credit provisions; and the 
portion of the credit not allowed against the basic tax is allowed against the additional 
tax. Reg. 105, Sec. 81.8. 

47 Reg. 105, Sec. 81.8. 
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his death, it is carried into the ratio at $100,000, that is, it is reduced 
by the $3,000 exclusion. If the property has declined in value to, say, 
$90,000 on the husband’s death (or optional valuation date), only 100/103 
of this amount is used in co:nputing the value of the property for the 
purpose of the ratio. 

The new law writes into the Code the requirement, as illustrated above, 
of adjusting the valuation for the gift tax exclusion.** In addition, it 
provides *° for further reducing value if an estate tax marital deduction 
with respect to the gift is allowed under new section 812(e),°° the theory 
apparently being that the property, to the extent that it benefits from the 
marital deduction, is not subjected to estate tax and hence should not be 
entitled to the credit. Under the formula provided for reaching this 
result, the value of the gift property (adjusted as above for the gift tax 
exclusion) is reduced by a portion thereof obtained by applying to it a 
fraction consisting of the estate tax marital deduction over the gross 
estate which qualified for that deduction (1.e., the estate tax marital 
deduction before application of the limitation that it shall not exceed 
50% of the adjusted gross estate). The result is the value of the gift 
property to be carried into the ratio limiting the amount of the credit. 
Reverting to the example above, assume that the value of the gift 
property, adjusted for the exclusion, is $100,000. Assume also that the 
gross estate is $200,000; that the gross estate qualifying for the marital 
deduction is $120,000; and that the adjusted gross estate is $180,000. 
Following the formula, $100,000 is multiplied by $90,000 (i.e., the 
estate tax marital deduction after limitation) over $120,000 (1.e¢., the 
estate tax marital deduction before limitation) and the resulting figure, 
$75,000, is subtracted from the $100,000, giving $25,000 as the value 
to be carried into the ratio. Once in the ratio, this reduced figure receives 
an offset in that the gross estate in the ratio is reduced by the amount of 
the marital deduction.** In our example, this means that the gift tax 
credit is the gift tax paid, multiplied by $25,000 (i.e., the reduced value 
of the gift property as determined above) over $110,000 (1.e., the gross 
estate less the marital deduction) rather than over $200,000. 

Under the old law, the gift tax paid with respect to the property is that 


48 Revenue Act of 1948, Sec. 363, adding I.R.C. § 813(a)(2)(B)(i) and amending 
paragraph (2) of § 936(b). 

49 Revenue Act of 1948, Sec. 363, adding I.R.C. § 813(a)(2)(B) (ii) and amending 
paragraph (2) of § 936(b). 

50 It is immaterial in determining value, however, that the donor may have received 
the gift tax marital deduction afforded by new § 1004(a)(3)(C) of the Code. See Sen. 
Rep. No. 1013, Part 2, 80th Cong., 2d Sess. 25 (1948). 

51 The gross estate is also reduced by the charitable deductions allowed. Revenue Act 
of 1948, Sec. 363, amending I.R.C. § 813(a)(2)(A) and paragraph (2) of § 936(b). 
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proportion of the tax for the year in which the gift was made which the 
value of the interest conveyed in the joint tenancy bears to the total net 
gifts in that year. The new law changes this proportion by substituting 
the amount of the gift for the value of the interest conveyed,** a change 
required in order to reflect any gift tax marital deduction that may have 
been taken against the gift. By “amount” is meant the value of the 
interest conveyed, less the gift tax exclusion, less the gift tax marital 
deduction, and less any charitable deduction as well. Reverting to the 
above example (the figures are taken from the Senate Report), the 
amount of the gift is $48,500, i.e., $103,000 reduced by the $3,000 ex- 
clusion and the $51,500 gift tax marital deduction. To complete the 
example, assume that under the new law the husband made a gift of 
$50,000 in cash to his son in the same year in which he made the gift to 
his wife. Assume also that he and his wife elected to “split” this gift 
under the new section 1000(f) of the Code. The husband’s net gift to 
the son in that event would be $22,000, i.e., one-half of $50,000 less the 
$3,000 exclusion. The gift tax paid for the purposes of the credit will 
be the tax paid for the year times $48,500 (the amount of the gift) over 
$70,500 (the total net gifts). 

Further gift tax credit problems arise under the new law where the 
spouses make and elect to “split” a gift of property which they hold 
jointly, as a result of which (1) the predeceased tenant’s interest or (2) 
more than the predeceased tenant’s interest (¢.g., the entire property 
where the predeceased tenant supplied all the consideration) is included 
in the gross estate as a transfer made in contemplation of death. The 
problems arise because the “splitting” in such cases results in a gift by 
each spouse of one-half of his spouse’s undivided interest and one-half of 
his own interest. 

The Senate Report specifically covers the first situation, namely, that in 
which only the predeceased tenant’s interest is includible in the gross 
estate."* It assumes a conveyance by the spouses to their son of property 
valued at $40,000 which they held jointly and to which purchase they 
each contributed $20,000. The gift to the son being “split,” each spouse 
is considered to have given $10,000 of his half interest and $10,000 of 
his spouse’s half interest. The husband predeceases, and the full value 
of his half interest, or $20,000, is included in his gross estate. The estate 
is entitled to credit for the gift tax paid, both for the $10,000 gift con- 
sidered made by the husband of one-half of his interest and for the 
$10,000 gift considered made by his wife of the other half of his interest. 


52 Revenue Act of 1948, Sec. 363, amending I.R.C. § 813(a) (2) (B) and paragraph (2) 


of § 936(b). 
53 Sen. Rep. No. 1013, Part 2, 80th Cong., 2d Sess. 27 (1948). 
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This is consistent with the phraseology of the statute which provides that 
the amount of gift tax paid includes the tax paid with respect to each 
half of the gift. The credit is not limited to the amount of tax paid by 
the predeceased tenant. If the predeceased tenant’s spouse paid no gift 
tax by reason of her specific exemption, however, the decedent’s estate is 
entitled to credit only fur the tax paid as to his gift of $10,000 out of 
his own half interest; his estate is not entitled to credit for the tax he 
paid on the $10,000 gift considered made by him out of his spouse’s half 
interest. The Report also states that in computing the net gifts of the 
predeceased tenant the exemption and exclusions shall be considered 
allowed one-half with respect to the gift considered made by him out of 
his interest in the property and one-half with respect to the gift con- 
sidered made by him out of the other spouse’s interest in the property. 
The Senate Report does not specifically cover the second situation, 
namely, that in which the entire property is included in the predeceased 
tenant’s gross estate (as in the Hornor case).** It will be recalled that 
in the Hornor case, which was decided under the old law, the Court held 
that the gift taxes paid by both spouses were allowable as a credit against 
the estate tax owing by the husband’s estate. What the result should be 
under the new law is not entirely clear even from a close examination of 
its provisions. It would appear, however, that the Hornor result is fore- 
closed in part by the specific provision of the new law © that the amount 
of the gift tax shall include the amounts paid with respect to each half of 
the gift, the Senate Report indicating that this refers only to the taxes 
paid on the transfer of the predeceased tenant’s interest. Assume, for 
example, a conveyance by the spouses to their son of jointly held property 
valued at $180,000 to the purchase of which the husband contributed the 
entire cost. Assume that the husband predeceases and that his wife’s inter- 
est as well as his own is included in his gross estate, that the gift to the son 
was split, and that the husband paid a gift tax of $18,000 and his wife a 
tax of $6,000 thereon. The amount paid with respect to each half of the 
husband’s interest is computed separately, the total tax paid by each 
spouse being multiplied by a fraction consisting of the amount of the 
gift over the total net gifts. The $18,000 paid by the husband is thus 
multiplied by a fraction consisting of $45,000 (i.e., one-half of his joint 
interest, the amount of his gift) over $90,000 (i.e., his net gifts, or 
$45,000 as his half of his own interest and $45,000 as his half of his 
wife’s interest).°° The resulting figure, $9,000, is the amount of the 





54 Supra notes 20 and 42. 

55 Revenue Act of 1948, Sec. 363, adding I.R.C. § 813(a)(2)(C)(i) and § 936(b) 
(3) (A). 

5¢It has been assumed for the sake of simplicity that, in addition to the gift of the 





——— 
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tax paid with respect to the one-half of the husband’s interest considered 
given by him. The amount of the tax with respect to the one-half of his 
interest considered given by his wife is determined by multiplying the 
$6,000 in gift tax paid by her by the same fraction; her half of his 
interest is used in the numerator and her half of her own interest is 
added to that figure to produce the denominator. The result, $3,000, is 
added to the husband’s $9,000 and the total, $12,000, is the amount of 
tax paid for credit purposes. Under the Hornor case, the entire $24,000 
paid by the two spouses would have been allowed. 

The amount of gift tax paid in all cases, of course, is subject to the 
limitation discussed above, namely, that the credit may not exceed that 
proportion of the estate tax that the valuation of the property for estate 
or gift tax purposes, whichever is lower, bears to the gross estate. Under 
both the old and the new law this limitation will usually produce a credit 
less than the gift tax paid if the property declines in value. When the 
donee joint tenant dies first the gift tax is wasted.°’ However, if the 
donor tenant dies first not only is the credit allowed for the gift tax but 
since the gift tax has depleted the donor’s estate, there has usually been 
a net saving. 


Deduction for Previously-Taxed Property 


Under the old law, where the surviving tenant dies within five years 
of the prior-deceased tenant, a deduction is allowable for previously- 
taxed property under section 812(c) subject, of course, to all the require- 
ments and limitations of that section. For the purposes of the section, it 
has been held * that the surviving tenant acquires the property by “be- 
quest, devise or inheritance,” a conclusion opposite to that which has been 
reached for income tax purposes.” 

Section 362 of the Revenue Act of 1948 amends section 812(c) in 
several respects, the most important of which results in the disallowance 
of the deduction for property previously taxed as to property passing 
between spouses. It does this regardless of whether a marital deduction 
was allowed in computing the net estate of a prior decedent or in com- 
puting the net gifts of the donor. According to the Senate Report,” 


jointly held property, each spouse gave $3,000 (the excludible amount) to the son, and 
that there were no other gifts during the year. 

57 Estate of Nathalie Koussevitsky, supra note 14. 

58 Comm’r v. Fletcher Savings & Trust Co., 59 F.2d 508 (C.C.A.7th 1932). See also 
G.C.M. 8481, X-1 Cum. Butt. 451, and Griswotp, CASES AND MATERIALS ON FEDERAL 
TAXATION 261 (lst ed. 1940). 

59 See infra p. 30. 

60 Sen. Rep. No. 1013, Part 2, 80th Cong., 2d Sess. 22 (1948). 
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when property is held jointly with right of survivorship prior to the 
decedent's death, the interest of the surviving spouse is considered re- 
ceived from such prior decedent to the extent of the part of the property 
included in the prior decedent’s gross estate. If property is given by a 
third party to husband and wife as joint tenants and upon the death of 
the husband one-half of said property is included in his gross estate, one- 
half is received by the surviving spouse from her husband (and is thus 
disqualified for the deduction) and one-half is received from the third 
party donor (and thus qualifies). 





Liability of Surviving Tenant for Estate Tax on Deceased Tenant's 


Estate 
Section 827(b) of the Code provides that if the estate tax is not paid, 
“the . . . surviving tenant . . . who receives . . . property included in 
the gross estate under section 811... (e) ... to the extent of the 


value, at the time of the decedent’s death, of such property, shall be 
personally liable for such tax. Any part of such property sold by such 

. surviving tenant . . . to a bona fide purchaser for an adequate 
and full consideration in money or money’s worth shall be divested of the 
lien provided in section 827(a) and a like lien shall then attach to all 
the property of such . . . surviving tenant . . . except any part sold 
to a bona fide purchaser for an adequate and full consideration in money 
or money’s worth.” This section, like section 811(e), remains unchanged 
by the Revenue Act of 1948. . 

It has been held that the lien of section 827(a) applies to property 
owned by the entirety (and presumabiy to property owned jointly), even 
though under local law the property in the hands of the surviving tenant 
is not subject to claims against the deceased tenant’s estate, and even 
though the lien for estate tax had not been recorded.” 


Additional Problems Raised by the Revenue Act of 1948 


Many of the problems raised by the Revenue Act of 1948 are already 
apparent ; others are not, although they doubtless exist. Among the ap- 
parent problems with respect to joint tenancies and tenancies by the entirety 
are those already considered in connection with the gift tax credit pro- 


61 Detroit Bank v. United States, 317 U.S. 329 (1943). In this case, the lien for 
estate tax was held superior to a subsequent purchaser for value in good faith. However, 
the amendment to § 827(b) made by the Revenue Act of 1942 apparently makes this 
part of the decision inapplicable to estates of persons dying after the date of enactment 
of the 1942 Act. See PAuL, Feperat Estate anp Girt TAXATION 1946 SuPPLEMENT 468. 
Note that the weight of authority is to the effect that the surviving tenant is not liable 
for income taxes owing by the deceased tenant. Jnfra p. 22. 
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visions. Perhaps even more obvious are those created by the provision for 
the estate tax marital deduction. One of these has already been con- 
sidered, namely, whether a joint interest includible in the gross estate 
qualifies for the deduction; it is apparent that it does.** Another which 
suggests itself arises out of the situation where the husband, as the sole 
owner of property, leaves it to his wife as joint tenant with a third 
person. Does the wife’s interest qualify for the marital deduction? It 
apparently does not. The reason for this is that the wife’s interest may 
be terminated by death and if she predeceases the other tenant he will 
acquire the entire property after such termination. The Act provides that 
terminable interests of this sort do not qualify for the marital deduction.” 
It is immaterial, as the Report points out, that the other tenant may pre- 
decease the wife or that the property may be partitioned before her death. 
By the same token, an inter vivos transfer by the husband to himself, 
his wife and another as joint tenants, includible in the husband’s gross 
estate under one of the subdivisions of section 811, would fail to qualify 
for the deduction. 


III. Grrr Tax ProBLEeMS 


As already indicated in the discussion of the gift tax credit against 
the estate tax, the Revenue Act of 1948 introduces two major changes 
into the gift tax provisions of the Code. It provides a gift tax marital 
deduction of one-half of each gift of non-community property made by 
one spouse to the other,** and it permits husband and wife to treat a gift 
made by one of them to a third person as made one-half by each.® 

The gift tax marital deduction follows its estate tax counterpart fairly 
closely. Thus a terminable interest does not qualify if it will pass into the 
possession or enjoyment of the transferor or his estate upon termina- 
tion. In so far as joint tenancies or tenancies by the entirety are con- 
cerned, this presents no problem as to estate tax when the tenancy is 
created inter vivos; a decedent’s joint interest with his wife terminates 
at his death and “passes” to her outright within the meaning of the Act. 
As to the gift tax, on the other hand, a gift by the donor to his spouse as 
joint tenant with the donor or as tenant by the entirety may, if the 
donee dies first, terminate and thus pass into possession of the donor. 
Consequently, a specific provision is required to remove such gifts from 
the rule as to terminable interests.°° The same provision also renders im- 
material the fact that the spouses may sever the tenancy. There is no 

62 Supra p. 6. 

63 Revenue Act of 1948, Sec. 361, adding I.R.C. § 812(a) (1) (B). 

64 Revenue Act of 1948, Sec. 372, adding I.R.C. § 1004(a) (3). 


65 Revenue Act of 1948, Sec. 374, adding I.R.C. § 1000(f), the “splitting” provision. 
66 Revenue Act of 1948, Sec. 372, adding I.R.C. § 1004(a) (3) (D). 











TAX LAW REVIEW [Vol. 4: 


20 


such saving provision, however, where the spouse is not the sole joint 
tenant with the donor. Thus, if a husband transfers property to himself, 
his wife and his son as joint tenants, or to his wife and son jointly, the 
gift to the wife does not qualify for the marital deduction.” It may be 
noted that this gift, if later includible in the predeceased tenant’s gross 
estate as made in contemplation of death, would not be entitled to the 
estate tax marital deduction either.* 

The last example suggested above will have further gift tax conse- 
quences under the new Act if the spouses elect to “split” the gift to the 
son. In that event the son’s interest is considered to be received one-half 
from each spouse. Again, if the spouses own property (to whose pur- 
chase they contributed equally) as joint tenants or tenants by the entirety 
and transfer it by gift to the son (or any third person) each spouse is 
considered to have given one-half of his half interest and one-half of his 
spouse’s half interest. i 

Subject to the above changes and problems, which affect the determi- 
nation of the tax itself, the gift tax problems hitherto peculiar to joint 
tenancies and tenancies by the entirety remain substantially as they were 
prior to the Revenue Act of 1948. In particular, there remain the prob- 
lems of consideration and its source—the problems of whether and to 
what extent a gift takes place—and the solution of these problems de- 
termines the amount of the gift which may be “split” or reduced by the 
marital deduction. Unlike the case of the estate tax it is necessary to 
consider joint tenancies and tenancies by the entirety under separate 
headings. 





Joint Tenancies 


Where a joint tenancy is created and one of the joint tenants con- 
tributes more than his proportionate share of the consideration for the 
property, and where each joint tenant may defeat the survivorship rights 
of the others by severing his interest, there is a gift of the surplus con- 
tribution. Thus, if A and B purchase property for $50,000, taking title 
as joint owners, A contributing $40,000 of the purchase price and B 
$10,000, A has made a gift to B of $15,000. The gift is measured by the 
exact amount of the excess even though by reason of differences in age 
or other circumstances, the possibility of the donor-tenant surviving the 
donee-tenant varies.*® This is justifiable in view of the fact that a joint 


67 Sen. Rep. No. 1013, Part 2, 80th Cong., 2d Sess. 32 (1948). 

68 See supra p. 19. 

69 Reg. 108, Sec. 86.2(a)(5). The Treasury regulation which requires the inclusion 
of exactly half the value of the property in taxable gifts where one joint tenant supplies 
the entire consideration has never been challenged and, if it were, would doubtless be 
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tenancy may be severed in a partition proceeding and the donee-tenant may 
at his or her own volition acquire individual ownership of one-half the 
property or its proceeds." Since the donated interest in the property is 
within the donee’s control from inception of the tenancy, a subsequent 
severance of the tenancy should not result in a further gift if the property 
has meanwhile enhanced in value. 

Where one of the joint tenants renders services with respect to the 
property in consideration of acquiring his joint interest,” there is pre- 
sumably no gift to the extent of the measurable value of such services ; 
but such value would then constitute taxable income of the earner. 

The surrender by a spouse of marital rights is not considered a con- 
sideration in money or money’s worth in determining the amount of the 
gift."* However, an appealing argument can be advanced for the proposi- 
tion that a surrender of a wife’s support rights (as distinguished from 
other marital property rights) constitutes a consideration in money or 
money’s worth.” 

The gift tax rule generally applicable to the creation of a joint tenancy 
is not applicable to joint bank accounts where the contributing joint 
owner has the power to regain possession of his entire contribution. The 
regulations state: ™* “If A creates a joint bank account for himself and 
B (or similar type of ownership where A can regain the entire fund 
without B’s consent), there is a gift to B when B draws upon the account 
for his own benefit to the extent of the amount withdrawn.” The regula- 
tion by its terms makes its application depend upon local law, that is, 
whether 4 under such law can regain the entire fund."* Where both joint 
tenants have contributed to a joint bank account, presumably there is no 
gift until one draws more than his contribution. If the joint owners are 
husband and wife and the joint bank account is used to defray household 
and other living expenses, there would ordinarily be no gift. There might 
be a gift, however, if the wife were the sole contributor to the joint 


sustained. See Smith v. Shaughnessy, 318 U.S. 176 (1943) and Robinette v. Helvering, 
318 U.S. 184 (1943). 

7041 C.J.S. 455, 483. 

71 As a general rule, one joint tenant is not entitled to compensation from the other 
joint tenants for taking care of the property. 

72 Merrill v. Fahs, 324 U.S. 308 (1945). 

78 See E.T. 19, 46-2 Cum. Butt. 166. While this ruling relates to divorce settlements, 
it seems to extend logically to any situation where a husband creates a joint tenancy or a 
tenancy by the entirety in consideration of the surrender by the wife of support rights. 
Whether the courts will go along with E.T. 19 seems doubtful. See Rudick, Marriage, 
Divorce and Taxes, 2 Tax L. Rev. 123, 158-163 (1946). See also Comm’r vy. Converse, 
163 F.2d 131 (C.C.A.2d 1947). 

7 Reg. 108, Sec. 86.2(a) (4). 

™ The earlier regulation, Reg. 79 Art. 2(4) (1936 ed.) omitted the parenthetical 
clause. ° 
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account and if the husband were able to provide for his support out of 
his own funds. 

Suppose a joint tenancy has been created and thereafter one of two 
joint tenants allows the other to keep all of the income; is there a gift? Or 
suppose one joint tenant pays more than his share of the expenses; is 
there a gift? It will later be noted that for income tax purposes, deduc- 
tions have been allowed to a joint tenant who pays more than his share 
of interest and taxes, on the theory that each tenant owns all of the 
property.”* On the other hand, the theory has not been extended to the 
income tax situation where one joint tenant keeps all the income.” 
Whether the gift tax results will ultimately harmonize with the income 
tax decisions remains to be seen.” In this connection it is interesting to 
note that the “splitting” of a gift under the Revenue Act of 1948 results 
in a gift tax liability that is joint and several, and that “It is not con- 
templated under this provision that where one spouse pays the entire tax 
liability of both spouses any gift tax will result by reason of payment of 
the liability of the other spouse.” 


Tenancies by the Entirety 


If a tenancy by the entirety is created and one spouse has furnished 
all the consideration, the regulations provide *° that there is a gift of the 
value of “the property less the value of the right, if any, of the donor- 
spouse to the income or other enjoyment of the property, or share thereof, 
during the joint lives of the spouses, and the value of the right of the 
donor-spouse to the whole of the property should he or she be the survivor 
of them.” The value of each of such rights is to be determined in ac- 
cordance with the Actuaries’ or Combined Experience Table of Mortality, 
as extended.” If both spouses contribute, there is presumably a gift only 
to the extent that the value of one spouse’s interest, calculated as pre- 
scribed above, is greater than the amount contributed by that spouse. 
The practice is to submit the value of the property, the consideration fur- 
nished by each spouse, and the ages of the respective spouses to the 
Commissioner who supplies a valuation for the gift. 

76 See infra p. 26. 

77 See infra p. 26. 

78 There is no essential consistency between the income tax and the gift tax laws (note, 
for example, Helvering v. American Dental Co., 318 U.S. 322 (1943)); and it will not 
be surprising if the results in the gift tax cases when the questions arise are not in 
harmony with the results in the income tax cases. 

79 See Sen. Rep. No. 1013, Part 2, 80th Cong., 2d Sess. 35 (1948). 

80 Reg. 108, Sec. 86.19(h). 

81 The prior regulations, Reg. 79, Art. 2(7) (1936 ed.), measured the gift by the 
value of what passed to the donee rather than by the value of what did not pass from the 


donor. For practical purposes, however, each concept results in a gift of approximately 
the same amount. See Pau, Feperat Estate AND Girt TAXATION 1946 SUPPLEMENT 699. 
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As in the case of joint tenancies, the relinquishment of dower or other 
marital rights is not considered a contribution by a spouse.*? 

The Treasury’s position with respect to the gift tax consequences of 
creating tenancies by the entirety has been upheld.** The argument that 
the gift tax should not be imposed because the value of the property will 
be subjected to estate tax on the death of the spouse who supplied the 
consideration has been rejected ** as has been the argument that where 
the property was the couple’s home, the acquisition of the wife’s interest 
was in satisfaction of the husband’s obligation of support.** 

Whether the conversion of a tenancy by the entirety into a tenancy in 
common produces any gift tax repercussions is an interesting but open 
question.*® Unlike a joint tenancy, where either spouse may, from the 
inception of the tenancy, obtain individual ownership of half the property, 
a tenant by the entirety can only acquire such ownership with the consent 
of the other spouse. Accordingly, if, on conversion into a tenancy in 
common, one spouse receives property of greater value than the value of 
that spouse’s interest in the entirety (at the time of conversion) cal- 
culated in accordance with the regulations, it is not improbable that the 
excess value will be treated as a gift from the other spouse (assuming, of 
course, that there is no consideration in money or money’s worth for 
the conversion). In such a case the Treasury can argue that the situation 
is no different from any other situation in which a donor having given a 
partial interest in property later gives a greater interest; or, if the original 
donee happens to be the spouse who surrenders excess value on the con- 
version, the case is not very different from any return of property by a 
donee to the donor in an unrelated transaction.* 

Where spouses owning property by the entirety convey it to a third 
party without any consideration or for less than an adequate considera- 
tion in money or money’s worth, there is a gift by each spouse. Pre- 
sumably the amount of each spouse’s gift would be calculated in accord- 


82 Merrill v. Fahs, supra note 72. Note, however, the point raised supra p. 21, re the 
surrender by a wife of her right to support. 

83 Lilly v. Smith, 96 F.2d 341 (C.C.A.7th 1937), cert. denied, 305 U.S. 604 (1938) ; 
J. C. Gutman, 41 B.T.A. 816 (1940). See Paut, Fepera Estate ann Girt Taxa- 
TION 1098. 

84 As pointed out in Lilly v. Smith, supra note 83, this argument loses force by reason 
of the allowance of the gift tax (albeit subject to certain limitations) against the estate 
tax. However, if the donee dies first, the credit is apparently: not allowable upon the 
subsequent death of the donor. PAut, Feperat Estate AND Girt Taxation 1099. Cf. 
Estate of William MacPherson Hornor, supra note 42. 

85 Lilly v. Smith; J. C. Gutman, supra note 83. 

86 See supra, pp. 11 et seq., re the contemplation of death aspects of such a conversion. 

87 Cerf vy. Comm’r, 141 F.2d 564 (C.C.A.3d 1944). This situation is to be distinguished 
from one whére the original intended donee has never accepted the gift. Brown v. 
Routzahn, 63 F.2d 914 (C.C.A.6th 1933), cert. denied, 290 U.S: 641 (1933). 
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ance with the regulation.** On the other hand, a similar conveyance of 
property by spouses who owned jointly should be treated as a gift by each 
spouse of exactly half the total gift. However, in the case of a joint bank 
account where only one of the owners had contributed to the account, or 
in the case of any other type of ownership where the contributing joint 
tenant of his own volition may regain possession of the entire property, a 
transfer of the account to a third-party donee would presumably be treated 
as a gift solely by the contributing joint owner. 


Gift Tax Liability of Donee-Tenant Where Donor-Tenant Fails to Pay 


Section 1009 of the Internal Revenue Code contains a specific provision 
which makes a donee personally liable for the entire gift tax of the tax- 
able year in which a gift is made to him, to the extent of the value of the 
property received by him as a gift. Thus (unlike the income tax situa- 
tion) * a surviving donee-tenant would have to make good—to the extent 
indicated—for any gift tax liability not discharged by the deceased donor- 
tenant. 


IV. Income Tax PROBLEMS 


In the introduction to this article it was said that the Revenue Act of 
1948 introduces into the federal law what may be termed a tax concept 
of joint ownership. In so far as the income tax is concerned, the purpose 
of this change is to cancel out the inequity of the old law’s recognition 
of the division of community income between spouses in community 
property states. The Revenue Act of 1948 accomplishes this purpose by 
permitting married couples in all states to “split” their combined incomes. 
Briefly, husband and wife now have the option to file a joint return; their 
combined net income on this return is divided by two and their tax is 
twice the tax which is computed on one of these shares. 

Speaking of the old law, the House Report states * that “One con- 
sequence of the substantial difference in the amount of the tax due on 
similar incomes in community-property and common-law states has been 
an attempt to develop in common-law states techniques which will divide 
the income of a married couple in approximately the same way income is 
divided in community-property states by the operation of state law. Chief 
among these devices are gifts, either outright or in trusts, joint tenancies 
and family partnerships. . . .” 

Going on to discuss the consequences of the income-splitting pro- 


88 See Estate of William MacPherson Hornor, supra note 42. 

89 Infra p. 32. 

°0 H. R. Rep. No. 1274, 80th Cong., 2d Sess. 21-22 (1948). See, to the same effect, 
the Sen. Rep. No. 1013, 80th Cong., 2d Sess. 22-23 (1948). 
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visions of the new law, the House Report asserts ™ that “The incentive 
for married couples in common-law states to attempt the reduction of their 
taxes through such devices as trusts, joint tenancies and family partner- 
ships will be reduced materially.” The assertion, as stated, is doubtless 
correct. Joint tenancies and tenancies by the entirety are useful forms of 
ownership, but their income tax advantages to married couples largely 
disappear under the new Act. Once the tax years prior to 1948 have been 
closed and the litigation arising out of those years ended, most of the 
income tax problems formerly peculiar to the two joint property estates 
will probably cease to be of very widespread interest. Some of these 
problems will remain, however, even as to married tenants; all of the 
joint tenancy problems will remain as to tenants who are not spouses ; and 
as to prior years the problems are of considerable interest in themselves. 
They are, therefore, briefly considered at this point. As in the case of the 
gift tax, it is necessary to consider joint tenancies and tenancies by the 
entirety under different headings. 


Treatment of Current Income and Deductions 


(1) Joint Tenancy. In joint tenancies the rights and obligations of 
the joint tenants with respect to the property are equal. Hence, the 
general assumption that each joint tenant must report his aliquot part of 
the gross income and is entitled to claim his aliquot share of deductions ; 
and most of the litigated income tax cases revolve around the question of 
whether the ownership is joint.*® Thus, it has been held that the beneficial 
ownership of all the property of a couple (with the exception of an 
interest in a partnership) was joint even though the real estate stood in 
the husband’s individual name. All of the investments had been pur- 
chased out of a joint bank account to which the wife had originally con- 
tributed; and the income and expenses of the real estate and securities 
had been deposited in or paid out of a joint bank account.** In another 
case, which was later reversed by an appellate court, the husband was 
held taxable on the net income from a stock trading account, notwith- 
standing the fact that the account was in the joint names of both spouses. 
Much weight appears to have been given by the Board to the circumstance 


91 Jd. at 24. To the same effect, see the Senate Report, id. at 25. 

92 The cases are agreed that local law controls in the determination of this question. 

93 Alfred Hafner, supra note 6. See also Douglas L. Edmonds, 31 B.T.A. 962 (1934), 
aff'd, 90 F.2d 14 (C.C.A.9th 1937) ; Champlin v. Comm’r, 71 F.2d 23 (C.C.A.10th 1942) ; 
H. D. Webster, 4 T.C. 1169 (1945); Max German, 2 T.C. 474 (1943). The latter 
two cases are discussed infra p. 29. 
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that the wife was not authorized to give orders with respect to the 
account.** 

While, as previously indicated, the general rule is that each joint tenant 
is taxable on his aliquot share of the net income (i.e., gross income less 
deductions) of the jointly-owned property, the decisions and rulings uni- 
formly hold that one joint tenant may deduct all of the interest and taxes 
on property held in joint tenancy if that one joint tenant has actually paid 
all of such interest and taxes.** The soundness of this rule, which is 
bottomed on the theory that each joint tenant owns the entire property 
(albeit subject to the rights of the other joint tenants) is questionable. 
Suppose one joint tenant keeps all of the income from the jointly-owned 
property, whether with or without objection of the other tenants, is he 
taxable on all of such income? Logically he should be, if the rule adopted 
with respect to the deduction of interest and taxes is sound. However, 
it has been held that where one joint tenant retained all of the income, he 
was nevertheless taxable on only half.°* The corollary, of course, is that 
the wife is required to report the half of the income not taxable to the 
husband.** 

Where the joint tenants are not on the same accounting basis or do 
not have the same accounting period, complications ensue. For example, 
assume that there are two joint tenants, one on the cash basis and the 
other on the accrual basis. Presumably, in such a case the rule that one 
joint tenant who pays all of the deductions may deduct them all, will not 
be followed, since the tenant on the accrual basis will be entitled to deduct 





%4 William R. Tracy, supra note 7; cf. Frederick J. Haynes, 7 B.T.A. 465 (1927) ; 
also Walter G. Morley, 8 T.C. 904 (1947). 

95 7.T. 3785, 46-1 Cum. But. 98; William R. Tracy, supra note 7; Hiram Wesley 
Evans, 5 T.C. 336 (1946); Laurence B. Halleran, B.T.A. Memo. Dkt. 106736 (August 
1942), remanded per stipulation, C.C.A.2d March 28, 1945. 

6 William R. Tracy, supra note 7. The rule has also been applied to tenancies by the 
entirety. Paul G. Greene, 7 T.C. 142 (1946). 

97 A special rule is apparently applicable to the treatment of interest on United States 
savings bonds owned by spouses jointly, where one spouse has furnished more than half 
the consideration, and the bonds do not constitute community property. I.T. 3301, 39-2 
Cum. Butt. 75, holds that such interest is taxable to the spouses in proportion to the 
consideration furnished by each of them. Hence, if the husband supplied the entire 
consideration for bonds registered in the joint names, the husband would be taxable 
on the entire interest. The validity of the ruling is debatable unless it be assumed that 
a spouse who contributed less than half the consideration could not without the consent 
of the other spouse recover more than a corresponding proportion of the value of the 
bonds. In this posture, the situation is analogous to a revocable trust where the grantor 
is taxable on the income of property, title to which he can re-vest in himself. I.R.C. § 166. 
Probably the same rule will apply to interest on a joint bank account where the contributing 
spouse under local law has the power to regain individual possession of the funds con- 
tributed by him to the account. 
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his share whether or not he pays.** Hence, in order to prevent the 
allowance of the same deduction to more than one taxpayer, the paying 
tenant in such a case should only claim his aliquot share. In situations 
where the joint tenants report on different accounting bases or have dif- 
ferent taxable years, care will have to be exercised to insure correct 
reporting. 

(2) Tenancies by the Entirety. The taxable status of the income 
depends on local law. In most jurisdictions, the spouses are each entitled 
to one-half of the net income from the property, and in such jurisdictions 
each spouse is taxable on such half.°® There are, however, some jurisdic- 
tions where local law follows the old common law and the husband is en- 
titled to all of the income on property held in tenancy by the entirety ; and 
in such jurisdictions the husband will be taxable on all.*”° 

It has generally been assumed that the creation of a tenancy by the 
entirety will in every case result in the taxation of half of the income to 
the wife in states where as a matter of local law she is entitled to half. 
However, there is a fairly recent Tax Court Memorandum Decision 
which injects the question of motive.*” In this case, the taxpayer husband 
owned some Florida waterfront property which he was about to lease. 
Just prior to the actual leasing of the property, however, it was trans- 
ferred into the names of the taxpayer and his wife as tenants by the 
entirety. The Court held that the husband remained taxable on all of the 
income because the tenancy was not a bona fide arrangement for the 
conduct of business but rather an arrangement to juggle family income. 
This is apparently the only case where the motive for creating the tenancy 
was deemed pertinent to the treatment of current income from the 
property.*” 

As in the case of joint tenancies, the decisions and rulings are uniform 
to the effect that where one tenant by the entirety pays all of the interest 


98 G.C.M. 15530, XIV-2 Cum. Butt. 107 (1935). 

99 George K. Brennen, 4 T.C. 1260 (1945) (Penn.) ; Daniel Upthegrove, 33 B.T.A. 952 
(1936) (Mo.); George E. Saulsbury, 27 B.T.A. 744 (1933) (Md.); Paul G. Greene, 
supra note 13 (Mich.) ; Edwin F. Sandberg, 8 T.C. 423 (1947) (Ore.) ; I.T. 1555, II-1 
Cum. Butt. 142 (1923) (N.Y.) ; I.T. 3796, 46-1 Cum. But. 88 (D.C.) ; LT. 3275, 38-2 
Cum. Butt. 160 (Fla.). 

100 Cooley v. Comm’r, 75 F.2d 188 (C.C.A.1st 1935), cert. denied, 295 U.S. 747 (1935) 
(Mass.) ; I.T. 3878, 47-2 Cum. Butt 57. There is a dictum in R. Godson, 5 TCM 648 
(1946), that Florida is included in this category. However, the Bureau of Internal 
Revenue has ruled to the contrary: I.T. 3235, 38-2 Cum. Buty. 160. See also G.C.M. 
3111, VII-1 Cum. Butt. 112 (1928). 

101 R. Godson, supra note 100. 

102 Cf, the cases discussed under the next heading, e.g., Brennen, supra note 99, and 
Sandberg, supra note 99. There is a case where the motive for creating the tenancy 
affected the taxation of gain from the sale of the property. McInerney vy. Comm’r, 
82 F.2d 665 (C.C.A.6th 1936), discussed infra p. 30. 
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and taxes on property so held, that tenant is entitled to the entire deduc- 
tion.*** Where the paying tenant has a right of contribution from the 
other tenant, the criticism of this rule suggested above in connection with 
joint tenancies is equally applicable here, but where there is no such right, 
the rule seems sound enough. Conceivably it may not be extended to 
allow a wife a deduction in a state where the husband has a right to all 
the income. 

(3) Are the tests applied in the recognition of family partnerships 
equally applicable to commercial properties owned jointly or by the 
entirety? It is well settled that a joint tenancy or tenancy by the entirety 
does not of itself constitute a partnership for purposes of local law. 
However, the Code definition of “partnership” *°* goes beyond the strictly 
legal concept of the term and includes “a syndicate, group, pool, joint 
venture, or other unincorporated organization, through or by means of 
which any business, financial operation, or venture is carried on. . . .” 
The quoted language and the géneral term “joint venture’’ (or, as it is 
sometimes called, “joint adventure”) connote a business enterprise rather 
than an investment and ordinarily, although not necessarily, a specific 
transaction or series of transactions ** of limited time and scope rather 
than a general and continuing transaction. Hence it seems clear that a 
relatively passive holding of commercial property jointly or by the en- 
tirety will not be regarded as a partnership for income tax purposes. On 
the other hand, the active exploitation of commercial properties so owned 
could conceivably fall within the statutory definition of partnership; and 
if the tenants were spouses, the income tax rules applicable to a husband- 
wife partnership might well apply.*°° However, there is a series of cases 
in which the Tax Court, although it refused to recognize the putative 
partnership between the spouses (either because the wife did not contribute 
substantial services or capital originating with her), nevertheless approved 
a division of income between the spouses on the theory that there was a 
species of joint ownership," or else because the income-producing 
property was owned by the entirety.*® 


103 T, C. Nicodemus, Jr., 26 B.T.A. 125 (1932); G.C.M. 15530, supra note 98; cf. 
Walter G. Morley, supra note 94. 

104 T.R.C. § 3797 (a) (2). 

105 See H. S. Tuthill, 22 B.T.A. 887 (1931). 

106 Under the doctrine of the Tower (327 U.S. 280) and Lusthaus (327 U.S. 293) cases, 
the wife, to be recognized as a partner for income tax purposes apparently must either 
render significant services to the firm or contribute capital which did not originate with 
the husband. Family partnerships will possibly be a subject of tax revision legislation. 

107 H. D. Webster, 4 T.C. 1169 (1945); Max German, 2 T.C. 474 (1943). See also 
Champlin v. Comm’r, 71 F.2d 23 (C.C.A.10th 1942). 

108 Paul G. Greene, 7 T.C. 143 (1946); George K. Brennen, 4 T.C. 1260 (1945); 
Edwin F. Sandberg, 8 T.C. 423 (1947). 
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In the cases involving tenancies by the entirety, the Court in each case 
held that the net income from the property was taxable half to each spouse 
notwithstanding the fact that the husband was rendering significant ser- 
vices while the wife was not, and the fact that the capital invested in the 
enterprise originated with the husband.*” 

In the cases involving joint tenancies, the result has not been quite the 
same. Thus, in the Max German case,” the Tax Court held that where 
a couple had conducted a fruit stand and a delicatessen and ham business 
and maintained a single joint bank account for all the businesses, there was 
a “marital or family enterprise” (even though not a partnership) ; and 
that the husband was taxable on 75% of the income because of the much 
greater value of the services rendered by him. This does not seem to be 
strictly logical since if there really was joint ownership (but no partner- 
ship), the income should have been taxable half to each;*"* and in the 
later Webster case,* the Tax Court comes to this result, although with 
a labored distinction of the German case.** 

If a joint tenancy or tenancy by the entirety should be held to constitute 
a partnership within the meaning of Code section 3797(a)(2), such. a 
holding might cause sections 24(b) and 24(c) to come into operation 
and to make non-deductible certain losses or deductions that otherwise 
would not run afoul of these subdivisions. For example, suppose A and B 
are joint tenants who are not related by blood or marriage in the manner 
specified in section 24(b). Suppose further that 4 sells property at a loss 
to a corporation owned 10% by A and 50% by B. If the joint tenancy is 
a partnership, A’s loss will not be allowed. 


Gain or Loss on Sale of Property 


(1) During Existence of Tenancy. It has consistently been held that 
gains on the sale of property owned by spouses jointly or by the entirety 
are divisible equally for income tax purposes,*** even in a jurisdiction 


109 Edwin F. Sandberg, supra note 108. 

110 Supra note 107. 

111JIn a true joint tenancy, one joint tenancy is not entitled to a greater share of the 
income from the property if he renders services and the other joint tenant does not. 
48 C.J.S. 931. 

112 Supra note 107. 

118 Judge Opper concurred in the Webster decision on the ground that the wife in 
that case was really a partner. However, the Tax Court may still follow the German 
case since in the Brennen case, supra (note 108), the Court distinguished the German 
case on the ground that it involved a joint tenancy or tenancy in common whereas the 
Brennen case involved ownership by the entirety. There seems to be little basis for 
the distinction, and Judge Opper and two other judges dissented from the Brennen deci- 
sion and thought that the income should have been apportioned as in the German case. 

1147.T, 3754, 1945 Cum. Buti. 143 (Wisc. joint tenancy).; G.C.M. 3111, VII-1 Cum. 
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where the husband is entitled to all of the income from the property.**° 
The rule should be the same for losses.*** However, where the tenancy 
was created by a husband in order to minimize tax on the profit from 
the sale and the negotiations for the sale were virtually concluded before 
the creation of the tenancy, the entire profit was taxed to the husband." 
It was held that he had made a gift of an interest in the profits.** 

(2) Basis of Property to the Surviving Tenant. This problem con- 
tinues to be of importance under the Revenue Act of 1948. The cases and 
rulings are uniform to the effect that the basis of the surviving joint 
tenant or tenant by the entirety (for computing gain) is the original cost 
of the property **® notwithstanding the fact that part or even all of the 
property may have been included in the gross estate of the deceased tenant 
for federal ‘estate tax purposes.*”° All of the decisions relate to tenancies 
in which the tenants were husband and wife, but presumably the rule 
would extend to a situation where the tenants were not spouses. 

Ordinarily property which has been subjected to death duty based on 
the value of the property at the date of death (or the optional valuation 
date) *** acquires a new basis equal to such value by virtue of Code 
section 113(a)(5), which provides that if “the property was acquired by 
bequest, devise or inheritance . . . the basis of such property shall be 
the fair market value of the property at the time of such acquisition.” *” 


Buty. 112 (1928) (Fla. tenancy by entirety); Mollie Shaffran, 18 B.T.A. 91 (1929) ; 
I.T. 1555, IV-1 Cum. Butu. 142 (1925) (N. Y. entirety) ; Comm’r v. Hart, 76 F.2d 864 
(C.C.A.6th 1935) (Mich. entirety) ; Edwin F. Sandberg, supra note 108 (Ore. entirety). 

115 ].T. 3878, 47-2 Cum. Butt. 57 (N. C. entirety). 

116 Walter G. Morley, supra note 94. 

117 McInerney v. Comm’r, supra note 20; i.T. 3754, 1945 Cum. Buty. 143. See also 
the Godson case, supra note 100. 

118Jn Birren & Son, Inc. v. Comm’r, 116 F.2d 718 (C.C.A.7th 1940), there was 
involved the question whether a transfer of property by a husband to a corporation, all 
the stock of which was issued to the husband and wife as joint tenants, was tax-free 
under Code § 112(b)(5). The Court ruled that it was, but seemed to attach much 
importance to the fact that the husband alone had “subscribed” to the stock of the 
corporation. 

119 Adjusted in accordance with I.R.C. § 113(b). 

120 Lang v. Comm’r, 289 U.S. 109 (1933) (Md. entirety) ; I.T. 1635, II-1 Cum. Butt. 
19 (1923) (entirety in general) ; Helen G. Carpenter, 27 B.T.A. 282 (1932) (Ill. joint 
tenancy) ; I.T. 3754, 1945 Cum. Butt. 143 (Wisc. joint tenancy) ; I.T. 3785, 1946 Cum. 
Butt. 98 (Minn. joint tenancy). In the Lang case, the surviving wife had contributed 
12% of the cost of the property and the deceased husband the remaining 88%. Conse- 
quently, 88% of the value of the property at the date of the husband’s death was included 
in his gross estate for estate tax purposes. On a sale of the property, the wife sought 
to use a basis equal to 88% of the value of the property at death plus 12% of the 
original cost. 

121. R.C. § 811(j). 

122“‘Time of . . . acquisition” has been construed by the Courts to mean the date of 
the decedent’s death in the case of property which passed under the decedent’s will or by 
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In the decided cases, it has been argued by the surviving tenant that he or 
she acquired the property—or at least the part included in the decedent’s 
gross estate—by “bequest, devise or inheritance” and that hence the basis 
of the property was the value thereof at the date of death (or the optional 
valuation date). However, the courts have rejected this argument and 
interpreted the statute narrowly, holding that the title of the surviving 
tenant relates back to the original document of title, that he owns all the 
property from the inception of the tenancy, and that the property is 
therefore not acquired by bequest, devise or inheritance. Hence, the 
general rule of cost specified in section 113(a) is applicable.*** 

One would think that the rule of cost as a basis would be equally ap- 
plicable to a situation where the surviving tenant sells at a loss, that is, 
for less than cost. However, the basis for computing loss is not neces- 
sarily the same as the basis for computing gain (or depreciation) ; *** and 
in the case of a tenancy created by gift after December 31, 1920, the 
Government might, with some plausibility, argue that the survivor ac- 
quired the property by gift from the deceased tenant and that the basis 
for computing /oss should be the original cost (adjusted) of the property 
or the value at the date of creation of the tenancy, whichever was the 
lower.*** In the case of a tenancy created by gift prior to January 1, 1921, 
a similar argument could be made that the appropriate basis was the value 
of the property at the time the tenancy arose.” 

Where the tenancy did not arise by gift, as where two joint tenants 
each contributed half the consideration, it has never been suggested that 
the surviving tenant is in receipt of taxable income equal to half the value 
of the property when he succeeds to sole ownership. Yet it is not easy to 
fit the exclusion into any of the specified exclusions from gross income 
in section 22(b).** 

The basis rule adopted by the courts with respect to property which 
has appreciated in value over the contributing tenant’s original cost will 
frequently produce harsh results. Where this danger is present, it will 
ordinarily be preferable to convert the joint tenancy or entirety into a 
tenancy in common so that the contributing joint tenant may will his share 
intestacy. Brewster v. Gage, 280 U.S. 327 (1930). Reg. 111, Sec. 29.113(a) (5)=1. 
Sec. 113(a)(5) further provides that where the executor has elected an optional valua- 
tion date permitted by § 811(j), that date is the time of acquisition. 

128 Presumably, if the tenancy was created before March 1, 1913, the value on that 
date, if higher than cost, would be the basis for computing gain. However, cf. Helvering v. 
San Joaquin Fruit & Investment Co., 297 U.S. 496 (1936). 

1247]. R.C. § 114(g). 

125 T.R.C. § 113(a) (2). 


126]. R.C. § 113(a) (4). 
127In a very loose sense, such a transaction may be likened to life insurance, the 


proceeds of which are exempt. 
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to the other joint tenant.*** Even if the conversion is in contemplation of 
death, nothing will have been lost from the estate tax viewpoint and some- 
thing will have been gained from the income tax viewpoint ; the surviving 
tenant will have a basis for half the property equal to the value of such 
half for estate tax purposes. This procedure may not be advisable if a 
donee tenant is not expected to survive since, in such a case, it is possible 
that the estate tax payable by the donee’s estate in the event of a con- 
version might exceed the income tax payable by the survivor on a sale 
of the property absent conversion. 

Assuming that the rule of cost applies where property has declined in 
value, it will, of course, be preferable, at least from the income tax view- 
point, to continue the joint tenancy and thus continue the high basis for 
the decedent’s interest in the property. 


Transferee Liability 


Appellate courts, thrice reversing the Board of Tax Appeals, have held 
that a surviving joint tenant is not liable for income taxes owing by the 
deceased tenant.**? The Board had held that the survivor was liable to 
the extent of the value of the property held in joint tenancy or in tenancy 
by the entirety. However, the appellate courts ruled that local law con- 
trols the liability of the surviving tenant and that where under local law 
the property is not subject to claims of the deceased tenant’s creditors, 
the surviving tenant is not a transferee, at least where the joint tenancy 
was not created in an attempt to defeat, collection of the income tax.**° 
The same -result has been reached with respect to tenancies by the 
entirety.”™ 


V. CoNcLUSION 


Joint tenancies and tenancies by the entirety are in widespread use and 
at one time or another their tax consequences are bound to be of concern.**” 


128 However, a severance of a tenancy by the entirety may possibly precipitate a gift 
tax liability. 

129 Parker v. Comm’r, 122 F.2d 230 (C.C.A.9th 1941), reversing 42 B.T.A. 977 
(1940) ; Tooley v. Comm’r, 121 F.2d 350 (C.C.A.9th 1941), reversing 42 B.T.A. 977 
(1940); Irvine v. Helvering, 99 F.2d 265 (C.C.A.8th 1938), reversing 36 B.T.A. 653 
(1937). 

130 The appellate court decisions have been criticised by Paut, Feperat Estate & 
Girt TAxaTion 770, n. 4, and 1946 SuppLemMENtT 460. 

131 Jessie Smith, Ex’x, 24 B.T.A. 807 (1927) ; LT. 1571, 1-1 Cum. Butt. 133 (1923). 
To the same effect, see Shaw v. United States, 24 AFTR 1209 (W. D. Mich. 1939), 
appeal dismissed (C.C.A.6th 1940) ; United States v. Nathanson, 60 F. Supp. 193 (E. D. 
Mich. 1945) ; Ullman v. Rothensies, 24 AFTR 1200 (E. D. Pa. 1939), appeal dismissed, 
110 F.2d 590 (C.C.A.3d 1940). Cf. Shambaugh v. Scofield, 132 F.2d 345 (C.C.A.5th 
1942), and Faust v. Thomas, 27 AFTR 1106 (N. D. Tex. 1940). 

132 It may be noted that stamp taxes are applicable to transfers of stocks and bonds 
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As to husband and wife, the income tax consequences will cease to be of 
practical importance during the existence of the tenancy if their income 
is “split” as permitted by the Revenue Act of 1948. 

In appraising from a purely tax viewpoint the relative merits or de- 
merits of joint or entirety ownership, it is not safe to use general rules. 
Each case must be considered in all its ramifications, i.e., the life ex- 
pectancies and probabilities of survivorship of the parties, the peculiarities 
of local law, the respective income tax brackets of the tenants, their 
respective gift tax brackets, prospective net estates, possibilities of ap- 
preciation or decline in value of the property, and so on. It need hardly 
be added that in making a final decision non-tax factors may be of great 
importance and should not be overlooked. 

As a general matter, where the choice is between tenancy in common 
and joint tenancy (or tenancy by the entirety) the former, from a purely 
tax viewpoint, is nearly always preferable. Tenancy in common enjoys 
the tax advantages of the other tenancies without their disadvantages. 
However, where the choice is between individual ownership by the donor 
who contributed the consideration and joint or entirety ownership, the 
latter two may be more desirable. As to tenants who cannot or do not 
“split” their income, as permitted by the Revenue Act of 1948, the creation 
of the tenancy will ordinarily in time result in income tax savings which 
will exceed gift tax costs, and the latter in many cases may turn out not 
to be costs at all, since the gift tax, in addition to being allowed as a credit 
against the estate tax of the donor, depletes his taxable estate. The chief 
disadvantage is that if the property appreciates in value and the surviving 
tenant wishes to sell, he or she is required to use the original cost of the 
property *** notwithstanding the fact that a much higher value may have 
been used in the deceased donor tenant’s estate for death duty purposes. 


to a joint tenancy or tenancy by the entirety. They are also applicable on termination 
of the tenancy other than by death. Except where the tenancy is created or servered for 
a money consideration there is no tax on real estate deeds. 

183 Adjusted, of course, in accordance with Sec. 113(b). 
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Cold War Taxation Policy 


RANDOLPH E. PAUL 


“The Whirlwind has driven out Zeus and is King now.” 
ARISTOPHANES, The Clouds. 


Win the help of two world wars and a great depression economists 
have made astonishing progress in recent years in the job of unlearning 
what they had thought they knew. Change with its long arm, its disturb- 
ing touch, its decree of events not yet manifest, has come to all the folk- 
ways of the economic process. Issues are being stated in novel ways; a 
new relationship has been given to questions of substance and the mold in 
which substance is cast. 

In fact, a revolution has taken place in economic thinking in the last 
fifteen years. We have discovered that the financial skies do not fall 
when nations desert what we once regarded as eternal verities like the 
gold standard ; indeed, our country is now embarrassed by the possession 
of too much of the world’s gold supply. We have learned that a nation is 
not immediately wrecked by an internal debt of more than $250 billion; 
there has been a shift of the national debt problem to a question of 
management and the utilization of the debt as an instrument of fiscal 
policy. We have become familiar with a federal budget two and one-half 
times as great as the national income of 1933 and considerably greater 
than the national income of the peak year 1929. We can no longer shock 


RanpotpH E. Paut is a member of the New York, New Jersey and District of 
Columbia Bars; formerly Tax Adviser to the Secretary of the Treasury, General Counsel 
of the Treasury, and Special Assistant to the President in charge of Allied-Swiss nego- 
tiations with respect to German assets in Switzerland; author of Federal Estate and Gift 
Taxation, Taxation for Prosperity, three volumes of Studies in Federal Taxation, and 
many articles on taxation; winner of the Ames Award in 1946; and member of the 
Advisory Board of the Tax LAw REvIEw. 

This article is based upon a lecture delivered at Amherst College on March 25, 1948. 
The lecture was one of a series of Amherst lectures on applied economics made possible 
by a fund donated to the College by Mr. Charles E. Merrill. 


1Clark, Financing High-Level Employment, FInaANcING AMERICAN ProsPERIty 71 
(1945). 

2 The national income in 1929 was $87.4 billion; in 1933 it was $39.6 billion. National 
Income and Product Statistics of the United States, 1929-46, National Income Division 
Office of Business Economics, De; ~..ment of Commerce 14 (July, 1947). Government 
expenditures in 1944 totaled $103 an. Id. at 23. 
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many people by assertions that taxes are for a great deal more than 
revenue ;* at least in informed circles the shop-worn dogma that taxes 
are for revenue only will arouse more protest.* Competent and well known 
economists have not been excommunicated for pointing out that the most 
important single purpose to be served by imposing federal taxes is the 
maintenance of a dollar that has stable purchasing power over the years, 
a purpose otherwise stated as “the avoidance of inflation.” 

One of these economists asserts ° that taxes may also express public 
policy in the distribution of wealth and income, as in the case of progres- 
sive income and estate taxes ; they may express public policy in subsidizing 
or penalizing particular industries and economic groups; and they may 
isolate and assess directly the costs of certain national benefits, such as 
highways and social security. According to this school of thought, 
national governments have a new fiscal independence deriving from two 
important changes of the last twenty-five years: our new experience in 
the management of central banks, and the elimination, for domestic 
purposes, of the convertibility of currency into gold. These new condi- 
tions, it is said, free the Federal Government from the money market and 
swing the emphasis of tax policy to social and economic consequences. The 
“public purpose” of the policy, Mr. Ruml says, “should never be ob- 
scured in a tax program under the mask of raising revenue.” ° 

Some will think it is enough to have moved so far along paths of 
progress to new climates of thought and opinion. It is a self-satisfying 
process to expose the errors of the fathers; the delightful implied con- 
trast is our own present wisdom. But in some minds it is hard to down 
the question whether that wisdom is sufficient to justify the gratification 
some of us inwardly feel, but modestly refrain from expressing. A state 
of doubt has healthy values, and may be applied today to the question 
whether some of our latest economic formulae are any more adequate than 
those of our fathers as solutions of the complicated problems we face 
at this critical period of world history. 


8 MarsH, Taxes WitHout Tears 2 (1945). 

4 See Marrs, REFLECTIONS OF A REVENUER 88 (1948). See also statement made by 
R. C. Leffingwell in May, 1946: “I conceive the function of government to be... 
to manage our monetary and fiscal policy, including the public debt and taxes, in such a 
way as to maintain a climate favorable to private enterprise and high employment, 
and to avoid either inflation or deflation.” Walter Lippman in his column, ToWay and 
Tomorrow, Washington Post, Feb. 17, 1948, stated: “The idea that prices, wages, pro- 
duction, private investment can be supported by monetary and fiscal measures and by 
public investment is firmly fixed in the minds of the people.” 

5 RuML, Tomorrow’s Business 195 (1945); see also Lerner, THE Economics oF 
Controt 307 (1944) ; Boutptnc, THe Economics oF Peace c. 9 (1945) ; Paut, TAXATION 
For Prosperity 214 (1947). 

6 RuML, Tomorrow’s Business 196 (1945). 
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FiscaL Poticy AND Mass PurRcHASING POWER 


It is a favorite formula of the day that we should not overburden with 
heavy taxes the great consuming public with low incomes. Purchasing 
power must be maintained, it is urged, as a basis for full employment 
and continuing and increasing prosperity.” Since businessmen will not, 
except by miscalculation, produce what they cannot sell, low-income pur- 
chasing power is essential to mass consumption which, in turn, depends 
upon mass production. It is, of course, implicit in this reasoning that 
mass production is essential to high profits and a rising standard of 
living. 

This argument moves along to the happy destination of low taxes for 
the masses of our population, in combination, in some minds, with high 
taxes for the relatively few whose incomes are substantial. A tax system 
of this textbook design virtuously distributes burdens upon the principle 
of ability to pay; it is progressive. The claim on the one score is that it 
will stabilize business activity on a high plane, and on the other hand that 
it will permit the mass of the people to enjoy a better standard of life in 
terms of real goods and services, thus permitting increased food, clothing 
and shelter for those who are in greatest need of these essentials. Few 
will be bold enough to say in reply that we may not be able to afford the 
luxury of providing necessities for the masses.*® 

I should be the last person to make this reply.° But, ironically enough, 
ivory towers are not safe places; and it can hardly be denied that we 
must all be the poorer than we would otherwise be as long as a sizeable 
fraction of our national effort is confined to the employment of workers 
in enterprises which divert production into national defense and foreign 
aid,” and do not give the average consumer benefit in goods and services.”* 
For the foreseeable future our income tax must have a broad base and 


7 Cf. NATHAN, MosILizING For ABUNDANCE 79 (1944). For an unqualified statement 
of this position, see Hellerstein, Randolph Paul’s Critique on Federal Tax Policy, 7 Law. 
Guttp Rev. 252, 258 (1947), from which the following is quoted: “It is for that reason 
that the brunt of our postwar policy should be in the direction of broadening pur- 
chasing power, with high wages, reasonable prices and steady profits, the key to an 
expanding economy. ... The time has come to look directly to the worker and the 
consumer as the generators of a full economy. Direct measures designed to maintain 
and expand purchasing power, coupled with governmental spending, are the key to 
security for the investor, steady, fair profits for business, and employment at good wages 
for labor.” See also FINAL REPORT AND RECOMMENDATIONS OF THE TEMPORARY NATIONAL 
Economic CoMMITTEE, SEN. Doc. No. 35, 77th Cong., Ist Sess. 31 (1941). 

8 See editorial, Dull Pruning. Knives, Wall Street Journal, Jan. 29, 1948. 

® Cf. BEvERIDGE, SoctAL INSURANCE AND ALLIED Services 119 (1942). 

10 J hasten to insert the statement that I am very much in favor of both these objectives. 

11 At the beginning of the war we had some slack which enabled increased civilian 
production; this is probably no longer true. 
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low exemptions. This is an inescapable fact of modern fiscal life in a 
world with two major wars in its past, an armed truce in its present, and 
a possible war—I am optimistic enough to use advisedly the word 
“possible’—in its more or less immediate future. This condition of 
international affairs means that our governmental budgets bulge with the 
expenses of past wars and the cost of securing peace. 

Now, three years after the end of the shooting in World War II, the 
1949 budget is going into effect. Yet in that budget the United States is 
planning to spend nearly $33 billion for war-connected activities. This 
is more than 75 per cent of the total budget. The per capita expense for 
war-related items has risen from $20.15 to more than $214. And stiil 
these expenses may not be at their peak. The President’s Air Policy Com- 
mission has recommended additional expenditures for air power reaching 
$7 billion annually by 1952. Universal military training, if passed, would 
add nearly $2 billion to our annual military expenses when it reaches full 
operation. These two proposals would bring annual military expenditures 
from $13 billion in 1949 to $20 billion annually. Allowing for probable 
decreases in other areas of the budget, such as veterans payments and 
international aid, our 1952 national budget would total roughly $50 billion. 

These grim necessities must be fitted into the pattern of many schemes 
designed to preserve and increase mass purchasing power. We shall need 
to provide the governmental revenue required to pay the price of previous 
wars and future peace. If we face this necessity, we shall find that for the 
foreseeable future our income tax must have a broad base and low exemp- 
tions, and that we cannot save the low incomes from a heavy tax burden 
without depriving the Government of the revenue required to make the 
expenditures it will have to make in the next few years.’ The alternative 
of taxing the higher personal incomes has been nearly exhausted, and it 
is readily demonstrable that the confiscation of all the income of upper 
bracket income taxpayers would not provide the governmental revenue 
which would be lost by substantial reduction of income taxes upon the 
lower incomes.** It would take a substantial capital levy upon the high 


12 Williams, Free Enterprise and Full Employment in F1inaANcING AMERICAN PRros- 
PERITY 374-375 (1945). It remains possible to redistribute the burden of taxes within the 
low and middle income groups, even though the burden may not be shifted elsewhere, 
Committee for Economic Development, Taxes and the Budget: A Program fbr Pros- 
perity in a Free Economy, 54 (1947). 

18 More than 50,000 of our citizens have net incomes in excess of $50,000 amounting 
in total to around $54 billion before taxes, leaving $24 to $3 billion after taxes. This 
sum approximates the estimated reduction of tax on incomes below $5,000 provided by 
the Revenue Act of 1948. It is estimated that taxpayers with incomes under $5,000 
will save about $3 billion under the 1948 Act. Sen. Rep. No. 1013, 80th Cong., 2d Sess. 
30 (1948). 
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income group to replace a substantial tax reduction for the low income 
group. 

If tax reduction in the lower brackets is unavailable in the present 
emergency as a technique for the preservation of mass purchasing power, 
it does not follow that no other ways and means are available. Once we 
discard tax reduction as a sufficient remedy we may pass to alternative 
measures. The first obvious recourse is governmental expenditure policy. 
Fiscal policy is concerned not only with governmental revenue, but also 
with governmental expenditures. We must be concerned too with govern- 
mental expenditures if we wish to be successful in the job of maintaining 
a high level of national income and purchasing power. A complete em- 
phasis upon governmental revenue coupled with a complete disregard of 
governmental expenditures might result in the nullification on the expendi- 
ture side of everything we attempted to do on the tax side. 

When our federal budget runs at the rate of $40 billion annually, it is 
unnecessary to labor the point that the Federal Government’s expenditure 
policy has an important impact upon the economy.** The Government 
is the nation’s biggest spender. For the time being its expenditures are 
committed heavily to payment for past wars and the prevention of a future 
war. The Government may still to some extent direct its spending to 
projects and in directions which increase the purchasing power of the 
low incomes. Governmental transactions may still be so arranged that 
government expenditures add more, directly or indirectly, to the purchas- 
ing power of low incomes than taxes take away from purchasing power. 
For the impact of government expenditures can be greater than that of 
tax reduction, since expenditure effects reach that two-thirds * of the 
national income which, with exemptions considered, remains free from 
personal income tax.” 

In the end the remedy for deficient purchasing power and the formula 
for stable prosperity must reach into questions of wage and price policies, 
monopoly, industry development in undeveloped areas, and international 
security. The problem extends to the four corners of the economic world, 
and no tax formula, however liberal it may be, will be sufficient to cope 
with a problem of such magnitude. Nor will a wisely designed expendi- 


14 The Wall Street Journal points out in an editorial of December 2, 1947, that the 
channeling of a large portion of the national income through the hands of Government 
means that Government is in position to influence and control the economic activities 
of the citizen. 

18 PauL, TAXATION FOR Prosperity 265 (1947). This fraction postulates a national 
income of $140 billion and exemptions at $500. 

16 Government expenditures for education and training and health can increase the 
productivity and standard of living of submarginal workers. . 
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ture policy ; nor will any one policy at any one level of our national life.*” 
The problem will be solved only by an integrated effort in all available 
areas. The test of our democratic institutions may well be whether they 
will permit the degree of coordination required for the solution of this 
problem. 
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FiscAL PoLicy AND VENTURE CAPITAL 


Another favorite maxim of the day would have us reduce surtaxes in 
the high brackets in order to provide venture capital. Of course, all taxes 
are an impediment to some activity which would transpire if they were 
not paid to the Government; ** but, admitting that we should avoid taxes 
that unduly depress purchasing power, it is said that we must avoid the 
opposite extreme of collecting taxes which discourage and perhaps stifle 
the incentive to invest capital in risk enterprises.** We should have a 
progressive tax system, yes; but the principle of ability to pay need not 
be carried to sadistic lengths which destroy their own ends. The argument 
is frequently made that our present tax system does impair this incentive 
because the upper bracket rates take away funds that, but for these taxes, 
would freely flow into risk enterprises. 

It is not a little curious that this complaint should be made at a time 
when economic activity is running at the most feverish rate in American 
history, even with taxes well toward the highest level of all time. 

With apology I must at this point indulge in a parenthetical documenta- 
tion of this diagnosis of disease in our economy and suggestion of remedy 
for cure. I apologize because I am sure that those who may read these 
words are told frequently enough that all would be well in the economic 
world if taxes were reduced. The daily newspapers constantly report 
speeches glibly telling us that our high incomes need a tax reduction to 
enable their owners to supply the risk capital that our economy needs. 
Everyone’s mail is probably loaded with propaganda to the same effect. 
The subject has even replaced other more interesting topics at cocktail 
parties, and has reached almost the stage of national obsession. 

I document *° because I believe the time not far distant when most of 
us will find it hard to believe that important fiscal analysts of 1948 ever 


17 Colm, Fiscal Policy in THe New Economics 450, 467 (1947). Cf. Comment, 57 
Yate L. J. 1229 (1948). 

18 See Holmes, J., dissenting in Compania General de Tabacos de Filipinas v. Collec- 
tor, 275 U.S. 87, 100 (1927); Williams, Free Enterprise and Full Employment in 
FINANCING AMERICAN Prosperity 373 (1945). 

19 Cf, LeRNER, THE Economics or Controt 238 (1944). 

20In addition to other authorities in adjacent footnotes see Slichter, Public Policies 
and Postwar Employment in FINANCING AMERICAN Prosperity 266, 293 (1945) ; Lerner, 
Functional Finance and the Federal Debt, 10 Soctat Resgarcn 38 (1943). 
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said * that our venture capital problem could be selved by tax reduction.” 
It is therefore important to show that I am not constructing a straw man 
for easy annihilation. 

It may not be unfair to cite Mr. Schram, President of the New York 
Stock Exchange,” as representative of the current trend of opinion.** The 
New York Times of February 25, 1948, states that Mr. Schram called for 
a change in the tax law to “encourage a greater flow of equity capital,” 
the change being a reduction of the existing capital gain rate from 25 
per cent to 10 per cent.** Mr. Schram did not limit himself to a reduction 
of the capital gain rate; apparently he also recommended a reduction in 
surtax rates, among other things, to stimulate a mobile flow of capital, 
presumably into venturesome projects. Testifying on March 10, 1948, 
before the Senate Finance Committee, Mr. Schram asserted that there is 
“an inadequate supply—I might say an alarming shortage—of risk or 
equity capital.” Again he urged tax reduction as a means of stimulating 
the flow of risk or equity capital.** A few days later Mr. Schram expressed 
the view that “the market for equity securities is so anemic that it can 
absorb only a limited volume of new shares.” ** 


21 According to Colm, Keynes mentio. axation only in the context of a policy 
designed to reduce savings and to strengthen the propensity to consume, and does not 
mention the possibility that taxation which is too steeply progressive may interfere 
with incentives to produce or the supply of capital for business expansion. Colm, Fiscal 
Policy in Tat New Economics 450, 458 (1947). 

22 The January, 1948, Economic REPoRT OF THE PRESIDENT puts things more con- 
servatively when it states: “However, the lessons of wartime and early postwar experi- 
ence seem to indicate that for the sustaining of an economy of maximum production and 
a market commensurate with this rate of production, more concern will need to be 
directed during the years just ahead toward easing the tax burden on the consumer 
than toward accelerating the rate of capital formation.” Economic REPORT OF THE 
Presivent 85 (Jan. 19, 1948). 

23 Beardsley Ruml has wisely cautioned us that “the purchase and sale of securities 
in the security markets does not directly put savings into business or take them out of 
business.” Of course, healthy security markets are an important part of business. 
RuML, Tomorrow’s Business 49 (1945). 

24Mr. Schram may have created some of the opinion among people who were not 
too difficult to convince. 

25 Mr. Schram seems later to have raised his recommended rate to 124 per cent. 
See Wall Street Journal, May 12, 1948. See also testimony of Mr. Schram before Joint 
Economic Committee studying inflation and bank credit problems, as reported in the 
N. Y. Times, May 14, 1948. 

26 Hearings Before Committee on Finance on H. R. 4790, 80th Cong., 2d Sess. 536 
(1948). 

27 Wall Street Journal, Mar. 19, 1948. The danger, Mr. Schram thinks, is that a 
condition of this kind may force a return to large-scale government financing. Speak- 
ing more generally, Mr. Godfrey Nelson has expressed his fears as follows: “In a free 
enterprise economy the continuous investment of risk capital is essential. Such invest- 
ments, in new enterprises, are made largely from savings of the people. As and when high 
taxes and inflation deprive taxpayers of making savings, free enterprise gradually dries 
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Others take the same position. Mr. Don G. Mitchell, of the National 
Association of Manufacturers, testified not long ago that unless corpora- 
tions and persons with incomes above $10,000 a year receive further tax 
relief, there will be less funds for “venture capital” or investments.** The 
Committee on Public Debt Policy in its Fifth Report, released on January 
27, 1948, recommended a revision of the federal tax system to encourage 
savings and investment as rapidly as was consistent with sound fiscal 
policy.”” In a special preface to the 1947 Annual Report of the General 
Motors Corporation, Mr. Alfred P. Sloan, Jr., Chairman of the Board 
of that corporation, said that the revenue lost by tax reform—meaning 
the limitation of income taxes to 50 per cent—would be small relatively, 
while the gain in terms of economic incentive would be highly important. 
Mr. Sloan asserted: “Excessive or confiscatory taxes as levied on the 
individual reduce savings for investment and discourage the sacrifice 
necessary to induce savings.” *° 

You will note the amorphous character of these complaints and recom- 
mendations. The complaints are ambiguous in that they do not say 
whether our trouble is a lack of total capital or the refusal of capital 
owners to risk their capital as long as the Government takes most of the 
winnings,” while it does not share the losses.*® The former alternative 
can hardly be intended: there are plenty of savings,** and a substantial 
school of thought even asserts that one large aspect of our long-run diffi- 
culties is an excess of savings. Here is a paradox indeed—savings in 
plenty and a claimed dearth of venture capital.** 

Nor does the standard complaint pause to define the term “venture 
capital.” The term probably means many things to many men. To some 
it undoubtedly means the capital necessary to make replacements of plant 


up and some other kind of political economy takes its place. A contemporary example 
of this process is to be found in Britain wherein, step by step, a social economy is 
taking the place of a free economy.” N. Y. Times, Feb. 1, 1948. 

28N. Y. Sun, Mar. 5, 1948. 

29N. Y. Times, Jan. 28, 1948. 

30 Wall Street Journal, Mar. 15, 1948. 

81 Of course, the Government does not take most of the winnings if the winnings 
can be converted into capital gains. A share of 25 per cent is hardly excessive, nor is 
this share cut by upper bracket surtax reduction. 

82 This refusal of the Government is only to share in capital losses; ordinary losses 
are fully deductible. 

83 Cf. statement of George L. Harrison, President of the New York Life Insurance 
Company: “... there is some evidence that there is more demand for money for the 
creation of new capital than there is money being made available for that purpose by 
the accrual of savings.” Harrison, Some Observations on Equity Financing, Address 
before the New York Chapter American Society of Chartered Life Underwriters, 
Apr. 16, 1948. 

84 Cf. Committee on Public Debt Policy, Our National Debt and Our Savings, 
5 Nationa Dent Sertes oF Pustic Dest Poricy 4 (1948); Harrison, note 33 supra. 
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and equipment, particularly at inflated prices. To others it may mean 
new capital necessary to provide additional plant and equipment in estab- 
lished industries. To still others the term may refer to the capital required 
by entirely new industries. For purposes of the present discussion we 
may use the term in its broadest sense to include all these meanings. We 
should be careful, however, not to allow ourselves to be confused by the 
charge that our tax laws unduly discourage the use of equity capital and 
unduly encourage the use of borrowed capital.*° This is a separate 
problem ** having little to do with the problem of capital supply; it is 
concerned with the form, rather than the amount, of capital investment, 
and emphasizes the dangers inherent in the latter type of corporate 
financing.** 

Several premises are implicit in the recommendation that surtaxes be 
reduced, particularly in the upper brackets. One is that we are in need of 
venture capital. Another is that venture capital comes from individuals 
with high incomes.** The final premise is that surtax reduction will 
provide sufficient funds for the many ventures our economy needs, and 
that once people with high incomes are released from the crushing burden 
of confiscating taxation, they will be willing to invest their funds in 
venturesome enterprises. 

It may be profitable to analyze these premises before we go too far with 
decisions as to what should be done. The validity of any claim that we are 
at this juncture short of venture capital may be legitimately doubted.*® 


35 See Harrison, note 33 supra; PAuL, TAXATION FoR Prosperity 350 (1947). 

36 See Ellis, Economic Expansion Through Competitive Markets in FINANCING AMERI- 
CAN Prosperity 126, 174 (1945). 

87 Cf. Nelson, Capital Released by Tax Reduction, N. Y. Times, Apr. 4, 1948; report 
of speech by Mr. Emil Schram to Economics Club of Ghicago, Wall Street Journal, 
May 12, 1948; Editorial, Incentive to Buy Stock, Wall Street Journal, Sept. 30, 1948. 

38 See Committee on Public Debt Policy, Our National Debt and Our Savings, 
5 Nationat Dest Series ON Pusiic Dest Poricy 15 (1948), quoting testimony of 
Roswell Magill former Undersecretary of the Treasury, to the House Ways and Means 
Committee in November, 1947. 

39 See statement of W. Averell Harriman, Secretary of Commerce, Hearings before 
the Ways and Means Committee on H. R. 4790, 80th Cong., 2d Sess. 145 (Jan. 19, 1948). 
See also statement of W. Averell Harriman, Hearings before Committee on Finance on 
H. R. 4790, 80th Cong., 2d Sess. 425 (Mar. 9, 1948). Mr. Harriman was talking from the 
short range point of view. Jd. at 432. From the same point of view Mr. Harrison seems to 
think that we are in short supply of venture capital. He believes that the “country is 
greatly under-mechanized and under-capitalized, in and around the home, in the office, 
in the mines, factories, and transportation and distributive systems, and within the 
realm of Government for such things as roads, bridges, schools, libraries, post offices, 
hospitals, playgrounds and parks.” Harrison, note 33 supra. Prof. Sumner Slichter 
of Harvard University seems to have been talking from the present point of view in an 
article in the N. Y. Times Magazine of August 10, 1947, when he said: “Today the 
United States is grievously short of plant equipment. ... For many years the private 
plant and equipment of the country have been from one and one-half to two times as 
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Some careful figures given to the House Ways and Means Committee early 
this year by the Secretary of Commerce indicate that private investment 
in domestic enterprises is running at double the 1941 rate and at more than 
double the aggregate for the boom year 1929.*° Mr. Harriman showed 
that this rate constituted 8.7 per cent of the gross national product, almost 
2 per cent more than the average of 6.8 per cent for the period extending 
from 1919 to 1941. The rate, he claimed, is sufficient for replacement and 
normal growth and even to compensate for any wartime deficiency of 
investment in consumer industries; Mr. Harriman thought that any 
greater flow might intensify the present boom and increase inflationary 
pressure. 

One can also be reasonably skeptical about any assumption that the 
source of venture capital is individuals with high incomes. In fact we 
know very little about the sources of venture capital. There is con- 
siderable evidence to the effect that across the board industry, in the per- 
son of large corporations, now doés about 70 per cent of its financing out 
of its own earnings without reliance upon the capital markets ; ** the New 
York Times has recently stated that almost the only “source of legitimate 
risk capital” is retained corporate profits.*? Self-financing of this type 
is, of course, done in most part by enterprises with substantial accumulated 
earnings. If this be true, the need for venture capital is confined to new 
business, and some established industries which lack the accumulated 
earnings necessary for self-financing. This at least lowers the proportions 
of our problem and as well its character, making it predominantly a 
problem of small and new, rather than big and old, business.“* 





large as the annual output of industry. At the present time plant and equipment are 
just about the size of the annual output of industry. The pre-war ratios between plant 
and equipment on the one hand and the output of industry on the other may never be 
restored, but it is safe to estimate that the country is short at least $40 billion of capital 
and probably much more. The country needs to encourage the formation of capital, 
and savings are needed in order to make this possible.” Slichter, Eight Errors in Our 
Economic Thinking, N. Y. Times Mag., Aug. 10, 1947, 7, 33. For a statement as to 
the long range need of savings, see 5 NATIONAL Dest SERIES ON Pustic Dest Poricy 4 
(1948). A table of individual and corporate savings as of December 31, 1947 and prior 
years appears in Estimated Liquid Assets of Individuals and Business, Fep. RESERVE 
Butt. 657-658 (June 1948). 

40 See Harriman, Hearings before Committee on Finance on H. R. 4790, supra note 39 
at 417, 435, 437; Groves, Frinancinc GovERNMENT 734 (1939). 

41 See Schmidt, Industrial Differences in Large Corporation Financing, Fep. RESERVE 
Butt. 623, 628 (June 1948) ; see also Harriman, Hearings before Committee on Finance, 
supra note 39 at 426, 438. 

42 See editorial Capital, and Mr. Harriman, N. Y. Times, Jan. 21, 1948; see also 
Keyserling, The Economic Test: Will We Act in Time? N. Y. Times Mag. June 13, 
1948; Schmidt, note 41 supra at 623. 

43 Moreover, tax reduction in the high brackets might well stimulate dividend dis- 
tributions by established corporations to such an extent that self-financing by corpora- 
tions would become more difficult. 
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But under the most favorable assumptions we are still left, after the 
help provided by inside corporate financing, with an annual need of at 
least $4 billion for the development of small businesses, new businesses, and 
some large businesses without sufficient accumulated earnings. This is a 
tidy sum—almost as much as the annual debt carrying charge and twice as 
much as the whole country spends annually on its public schools. Can an 
annual requirement of this magnitude be met by surtax reduction in the 
higher brackets? The answer to this question must unfortunately be an 
emphatic negative. The Knutson bill—about as drastic a tax cut as could 
be imagined in 1948—out of a total tax reduction of $6.5 billion proposed 
only $794 million of relief to incomes over $25,000.** The Senate Finance 
Committee amended the Knutson bill into substantially the form which 
became the Revenue Act of 1948 as passed over the President’s veto. The 
Finance Committee estimated that this bill, as enacted, would reduce in- 
come tax revenues by $4.5 billion, which is somewhat less than the 
Treasury estimate of the revenue loss. Only $574.7 million of this sav- 
ing, the Senate Committee estimated, would be enjoyed by taxpayers with 
incomes over $25,000. Of course, it cannot be assumed that all savings 
resulting from this tax reduction in the upper brackets would be invested 
in venture projects. But even if it were so invested the total would be 
only slightly above 10 per cent of the needed total.** It is therefore obvious 
from the standpoint of arithmetic and politics that tax reduction falls far 
short of being an adequate remedy for any condition of insufficient venture 
capital that may exist. - 

So far the argument that taxes upon high incomes should be reduced to 
provide venture capital has carried us little further than the argument 
that taxes upon low incomes must be reduced to provide mass purchasing 
power. It may be necessary to probe the problem more deeply if we are 
after solutions, as distinguished from legislative favors. It may even be 
necessary to question our assumption that taxes are wholly to blame for 
stopping the flow of capital from places of safety to the frontiers of 
business adventure. Other causes may operate, either alone or in conjunc- 
tion with taxes. If there are other causes, we should try to discover what 
they are before we recommend solutions which might merely augment a 
supply of savings which we are not now able sufficiently to direct into 
productive use.*® 


44 Sen. Rep. No. 1013, note 13 supra at 31. 

45 Apparently Mr. Don G. Mitchell, Tax Chairman of the National Association of 
Manufacturers, agrees. According to the New York Times of March 6, 1948, he has 
protested that the House Revenue Bill, even before trimming by the Senate, fell “far short” 
of freeing the amount of risk capital which the economy “must have in order to continue 
its advance.” 

46 Many billions of dollars, now held in liquid form, could be invested as equity capital 
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An inquiry of this kind immediately discloses two facts which certainly 
call for careful thought. One is that our pattern of savings has changed 
substantially in the last fifty years. At the beginning of the 20th century 
savings were predominantly in the upper income brackets. Savings are 
now more substantial in the middle and low middle brackets.** The other 
fact we discover on this journey of inquiry is that the pathway of savings 
from idleness to productive use in our economy leads through a group of 
financial institutions which have changed little in basic character for nearly 
a century—insurance companies, mutual savings banks, savings and loan 
associations, and insured commercial banks. The advertisements of these 
institutions quite properly boast of old age and stability; their appeal to 
their public emphasizes safety. Many of them are prohibited by law from 
going venturesome. I am not denying that these institutions perform the 
functions they were designed to fulfill. I am not recommending that they 
put in jeopardy the savings that have been entrusted to them on the 
condition that they shall be put into investments that will yield a small and 
safe return. At the moment I am simply calling attention to the in- 
escapable fact that the institutions do not provide a sufficient route for the 
flow of substantial savings into areas of financial adventure. 

It is certainly permissible to ask whether financial institutions designed 
in a different era can deal with our postwar conditions and provide a 
broad highway for capital from those who save to those who would like 
to be part of the perilous adventure of economy expansion. It was possible 
in the 19th and early 20th centuries for venture capital to come from 
large aggregations of capital in the hands of individual entrepreneurs free 
and able to accumulate those aggregations in an economy in which taxes 
were negligible and savings were concentrated in the high income brackets. 
The Morgans and the Goulds and the Rockefellers were sufficiently pro- 


if the owners had sufficient confidence. It is a question whether our dearth of venture 
capital is not explained by a general feeling of insecurity and timidity based upon 
unsettled world conditions and the past instability of our economy. 

47 Some late figures on savings based on Federal Reserve Board Survey of Consumer 
Finances are: 


Net SavinG, By Income Groups, 1946 (BAsep Upon Famity Units) (PER CENT) 


Annual money income Family Net 
before taxes units saving 
I oe occas cnsacecvscicevete 15 —5 
eh ck aceedaas'as 20 1 
eer 22 7 
PIII soi. iiss Sees bce l eevee sveetic 18 18 
$4,000-$4,999. 0c cece cece eee ee 10 12 
$5,000-$7,499. 0... cece cece eee eee eees 9 19 
Oe OOO QUEE 5. Ss sissies caus oweeae 6 48 
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vided with savings for the needs of a smaller economy; to their credit, 
at least from the standpoint of the development of American civilization, 
these gentlemen were willing to risk their savings, and sometimes also the 
savings of their friends, in some of the most dangerous developments of 
their times. They may have had some of the faults which have been 
attributed to them, but they had the economic virtue of daring to gamble 
for the high stakes of the age in which they lived. 

At the same time our established financial institutions served the useful 
purpose of routing savings into stable investments with small but safe 
returns. They still serve that purpose and the purpose remains extremely 
useful in a modern age. But I think it is fairly demonstrable that our 
established financial institutions are doing little at the present time to place 
savings at the disposal of those concerns which, in fact, most need long- 
term venture capital. It is true that life insurance companies, for instance, 
perform the intensely valuable service of fostering home ownership by 
lending on mortgage ; ** they also help enormously to fill the great need for 
rental housing.*® But they lack power in many important jurisdictions to 
invest in common stocks, and it is doubtful whether they desire that 
power.”° Nor are insurance companies equipped to handle small business 
loans for the development of new industries. It has even been suggested, 
with some justice, that they are accumulating in their safe citadels more 
capital than can be pushed through the conventional channels of invest- 
ment.** If this is true, the insurance companies are immobilizing supplies 


48 A large part of the $8.5 billion of mortgage loans owned by life insurance com- 
panies at the end of 1947 was on residences. 

49 Rental housing for approximately 200,000 persons, representing an investment of 
more than $400 million is either completed or planned by the life insurance companies 
of this country. Harrison, note 33 supra. The Metropolitan Life Insurance Company 
has built housing in four cities (New York, Los Angeles, San Francisco, and Alex- 
andria, Va.) for 19,084 families. The company is now engaged in building three more 
communities in New York for 12,482 families. When the work now under way is com- 
pleted, the company will have built apartment homes for 31,566 families, or approxi- 
mately 100,000 persons, and will have invested upward of $200,000,000. Testimony of 
Mr. George Gove, Vice President, Metropolitan Life Insurance Company, Hearings 
before Senate Committee on Banking and Currency on Bills Pertaining to National: 
Housing, 80th Cong., 1st Sess. 340-341 (1947). 

50 Srupy oF LEGAL RESERVE Lire INSURANCE CoMPANIES, MonocrapPH No. 28, INvEsTI- 
GATION OF CONCENTRATION OF Economic Power, 76th Cong., 3rd Sess. 371 (1940). But 
see Harrison, note 33 supra, who says: “... if, as has been suggested by some, there 
is a real impediment in the flow of savings into investment—and I might add that 
there is no conspicuous agreement about this—and if the purchase of common stocks by 
life insurance companies will materially help to remove that impediment, then I believe 
it would be a wise and statesmanlike thing for the life insurance business itself to 
endeavor to see if there are any ways by which the disadvantages or obstacles may 
be effectively and safely overcome.” 

51 Ellis, Economic Expansion Through Competitive Markets in FINANCING AMERICAN 
Prosperity 126, 149 (1945). : 
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of savings which might flow into useful service in small business if there 
were some way in which they could reach that destination.” 

This is our problem as seen by one observer who has been left un- 
satisfied by the self-serving analyses of some observers of the present 
American economic scene. Remedies are not fully apparent, but, as 
J. Maurice Clark has said, the times seem to call for a good deal of 
“exposure of tentative conclusions to public criticism and discussion.” 
I predict that those ultimately devised—not this year, but after much 
trial and error—will follow certain directions and patterns as follows: 

(1) Some venture projects, in the general classification of TVA 
stretched perhaps into a world pattern, may be too big even for big busi- 
ness. Moreover, only governments may consider indirect returns and 
invest with motivations based predominantly upon the larger view of 
what is good for the economy as a whole.** This has been true of atomic 
power, land reclamation, flood control, soil conservation irrigation and 
air transport facilities. It may also prove true of many aspects of syn- 
thetic fuels, slum clearance, and urban redevelopment. These projects 
will have to be handled by government ; they will be the people’s investment 
in an expanded world economy which brings a better standard of life 
to millions. Some of us will have to reconcile ourselves to this sort of 
marginal participation by government in the development of resources, 
and put away some of the emotional fears of planning which now cloud 
our vision and dissipate our energy. Here we need a more general public 
acceptance of the energizing role of government in the economy, based 
upon the belief that this limited type of government participation in the 
development of our economy is good, not bad, for private enterprise.” 
The discovery that the Government can by the proper use of public funds 
create a condition of full employment may well be “the most important 
advance in human knowledge in modern times;” Lippman adds the 
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52 Srupy oF LEGAL Reserve Lire INSURANCE COMPANIES, MONOGRAPH No. 28, TEM- 
PoRARY NaTIONAL Economic CoMMITTEE, 76th Cong., 3rd Sess. 378 (1940). The 
face value of total legal reserve life insurance in force has increased from $8.6 billion at 
the end of 1900 to about $174 billion at the close of 1946. During the same period total 
assets of the companies have grown from $1.7 billion to about $48 billion. The Life 
Insurance Association of America estimates that more than 74 million persons are entrust- 
ing funds to life insurance companies. 

58 Clark, Financing High-Level Employment in FINANCING AMERICAN PROSPERITY, 
72 (1945). “Yet after all there is no harm in being sometimes wrong—especially if one 
is promptly found out.” Keynes, ALFRED MARSHALL, 1842-1924 345 (1925). 

54 Hansen, Stability and Expansion in FINANCING AMERICAN Prosperity 199, 212 
(1945); Hansen, Economic Poticy anp Fut EmpioymMent 183 (1947). See also 
SmitrH, WEALTH oF Nations Book V, Ch. I, Part III (1776). 

55 See Hansen, Stability and Expansion in FINANCING AMERICAN Prosperity 199, 211 
(1945). 
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warning, “Heaven help the administration which refuses to apply this 
knowledge in the post-war world.” ** 

(2) Just as big private business now plays a predominant and progres- 
sively larger role in production and distribution, so in the future it will 
take a large part in the process of world development that is vital to our 
economic future. It may not do everything, but it may accomplish much 
that is necessary. It will to a considerable degree finance itself by plowing 
back profits; it has access to the capital markets; and it will need com- 
paratively little further help from taxation to enable it to do its share of 
the total job. 

(3) Small business and new business appear to have the most critical 
venture capital problem. Small and new concerns cannot so easily plow 
back profits ; from this standpoint the cards are stacked against new small 
business.°’ Bank credit in the usual sense of the term cannot serve as a 
substitute for the direct investment in business ventures. With the im- 
personalization of the American economy that has taken place in this 
century, it has become increasingly difficult for small business to obtain 
capital funds.°* The SEC has pretty well demonstrated that there is no- 
broad market for issues under $500,000, and possibly $1,000,000, and 
that the few issues small concerns are able to float have a prohibitive cost. 
Previous efforts in the direction of community industrial development 
have not been successful. Another approach to the problem is the 1944 
plan proposed by the Committee on Small Business of the Investment 
Bankers Association, involving the establishment of local investment 
houses specializing in small business financing. 

Direct government financing is, of course, still another remedy, though 
this type of approach should be only a last resort since it could easily 
develop into little more than a subsidy program. We must, however, face 
the fact that there will be strong political pressure for government inter- 
vention if private interests fail to handle the problem.” 


56 Column of November 26, 1942. 

57 See Slichter, Public Policies and Postwar Employment in FINANCING AMERICAN 
Prosperity 266, 293 (1945); see Lester Smith, Wall Street Journal, Mar. 18, 1948. 

58 Mr. Justice William O. Douglas of the Supreme Court has expressed the con- 
clusion that while our national economic welfare depends upon the welfare of small busi- 
ness, our national financial machinery is geared almost exclusively to big business. 
Dovuctas, Democracy AND FINANCE 21 (1940). See also HANSEN, Economic Po.icy 
AND Futt EmpLoyMENT 144 (1947); Ertc JoHNston, AMERICA UNLIMITED 166 (1944). 

59 Some of the community development organizations are: Boston Chamber of Com- 
merce; Industrial Corporation of Baltimore; Easton (Pa.) Guarantee Fund; Cones- 
ville Industrial Foundation; New England Industrial Development Corporation; Eco- 
nomic Development Council of Kansas City; Wyoming Industrial Research Foundation. 

60 Clark, Financing High-Level Employment in FINANCING AMERICAN Prosperity 71, 
124 (1945). 
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It may be possible to establish a system of district capital banks the 
capital of which may, within reasonable limitations, be subscribed by our 
commercial banks.** Banks of this type might well develop new techniques 
for the financing of small business.** Their operations could encompass a 
sufficiently large area to permit a reasonable degree of diversification and 
reliance on the magic of averages. 

I do not say that high-bracket surtaxes should not be lowered, though 
I doubt if they should have been lowered at this grave juncture in inter- 
national affairs. The case for further reduction is not wholly clear. In 
the first place, during the war tax rates in the higher brackets were lifted 
relatively less than those in the lower brackets for the simple reason that 
the high brackets were so high before the war that very little room re- 
mained for increases. In the second place, the argument, advanced by 
the proponents of tax reduction, that high surtaxes destroy incentive has 
many weaknesses. As Mr. Harriman has shown, we are now enjoying a 
considerable rate of capital investment with surtaxes at a high level. In 
any event, the response of some persons to increased taxes is a tendency 
to take greater risks in order to have more after taxes. The incentive 
impaired seems to be the incentive to work, rather than the inventive to 
invest. 

The incentive to invest can hardly be adequately strengthened by a 
reduction of taxes on earnings when a special capital gain rate is applicable 
to a large segment of the profit on investments. The amount of earnings 
after taxes may be increased and thus savings funds may be augmented. 
But, at the moment at least, we do not seem to be in great need of addi- 
tional savings; what we need now, or shall need later, is more risk in- 
vestments of the savings we have. And the proposal to reduce taxes 
upon earnings, or the ordinary income from investments, could hardly 
produce a flow of capital into risk investments when the separate tax 
upon profits from the sale of investments has never risen above 25 per 
cent. It might be more productive to try some adaptation of the general 
idea of a tax upon idle savings, or perhaps some form of tax abatement 
for investment in new ventures. 


61 There would need to be no prohibition of private subscription to the capital of 
these banks. 

62 See PAUL, TAXATION FOR Prosperity 383 (1947). 

68 HANSEN, Economic Pottcy AND FuLt EMpLoyMENT 230 (1947). 

64 We should also adopt a more generous loss offset and carry-over provision, Slichte1, 
Public Policies and Postwar Employment in FINANCING AMERICAN Prosperity 266, 279, 
295 (1945); Hansen, Economic Poticy anp Futt Emptoyment 143 (1947); Paurt, 
TAXATION FoR Prosperity 375 (1947); or a system of averaging. Committee for Ecc- 
nomic Development, Taxes and the Budget: A Program for Prosperity in a Free Econ- 
omy, 44, 52 (Nov. 1947). , 
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Nevertheless, subject to international emergencies, there are arguments 
in favor of some readjustment of surtaxes, at least in the moderately high 
brackets, and a refinement of those brackets on the ground that the present 
rates may impair to some degree incentives to individual enterprise.* Our 
present surtaxes in these brackets are still above prewar levels.*° By and 
large surtaxes in this range fall upon some of the ablest of our citizens 
whose efforts are necessary in the economy. I often doubt the claim that 
these individuals “sit on the front porch” when they reach a certain in- 
come level, but in some cases they probably do. It may be true, as the 
Committee For Economic Development contends,” that “powerful motives 
are needed to encourage men to change from a secure position to one with 
chances of brilliant success or total failure,” and that very high marginal 
tates reduce the force of these motives. There can be little harm in the 
experiment of reducing surtaxes to see whether the effect is a compen- 
sating willingness on the part of our executive leaders to devote additional 
effort to the development of the economy. The loss of revenue will not be 
important, and we shall at least accomplish the important objective of 
making our tax system fairer in the sense of treating alike persons in 
similar circumstances.** At present there is altogether too much disparity 
between the tax upon earned income and the capital gain rate. A reduction 
of surtaxes would reduce the proportions of this discrimination. 

The revenue lost by a moderate reduction of surtaxes could easily be 
recovered by increased estate tax rates and lowered estate tax exemptions. 
The estate tax is a much less discernible damper upon incentive to spend 
money on capital development than the income tax.” It is doubtful if this 
argument is being given the weight it deserves from the incentive stand- 
point. Indeed, the present trend of legislation is in the opposite direction ; 
the Revenue Act of 1948 dealt a body blow to estate tax revenues; and 


85 The latest report of the Committee for Economic Development, November, 1947, 
states at page 13 two essentials for economic progress: (a) the willingness of individuals 
to devote effort, imagination and capital to increased production, more efficient pro- 
duction and the production of new things, and (b) the supply of capital ready to move 
into the frontiers of economic development. I think the reduction of surtaxes may accom- 
plish more for the former than the latter essential. 

66 See I.R.C. §§ 12(b) and (c), as amended by Revenue Act of 1948. Cf. Revenue Act 
of 1938, Sec. 12(a). 

867 Committee for. Economic Development, Taxes and the Budget: A Program for 
Prosperity in a Free Economy, 50 (Nov. 1947). 

68 See Committee for Economic Development, Taxes and the Budget: A Program for 
Prosperity in a Free Economy, 41 (Nov. 1947). 

69 MEADE AND Hitcu, AN INntRopucTION To Economic ANALysIS AND Poticy 260 
(1940). On the contrary, the effect of large inheritances upon the incentive of other- 
wise potentially capable beneficiaries to work and invest in risk enterprises should be 
cause for serious concern. 
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further amendments now being pressed in some quarters will virtually 
eliminate the tax if they are accepted by Congress.” 

I am confident of the ingenuity of the American businessman, once he 
sees his problem correctly, and I am not assuming that the vigorous and 
pioneering type of private investment has departed forever from the 
American scene.” I agree with Mr. George Harrison in his refusal to 
admit that “our economy has grown old and decadent,” and in his belief 
that “‘it is still vigorous and dynamic with great opportunities for further 
growth.” ** But we shall not realize these opportunities by relying upon 
false remedies like surtax reduction which mislead us into inactivity on a 
front which intensely requires activity, but only by modernizing the 
structure of the institutions upon which our economy most depends. 

One thing more is necessary. The health of free enterprise is, in final 
analysis, a question of philosophy. Subjective imponderables are in- 
volved.” American communities must develop men of imagination, dar- 
ing and leadership if we wish to have adventurous investors. There is 
always a conflict in any community between the desire for security and 
the desire for adventure. In America today I believe that in our teaching 
of young men we will do well to emphasize conformity less, and pioneer- 
ing more, if we wish to avoid a future deficiency of venture capital. 

This means that we ought to counteract excessive propensities to save, 
inclinations to be followers rather than leaders, and tendencies to seek 
careers in old rather than new businesses. We cannot afford to be too hot 
for certainties in the untidy, irrational world that now engulfs us. Experi- 
ment is less to be feared than paralysis. Experiment may not win, but 
inaction will surely lose. In the words of a great jurist, written in another 
context: “If we would guide by the light of reason, we must let our minds 
be bold.” ** 


70 The pending House bill would authorize the facile avoidance of estate tax by way 
of life insurance and gifts in any amount made more than three years before death. See 
H. R. 6712, Secs. 203, 204, 80th Cong., 2d Sess. (1948) H. R. Rep. No. 2087, 80th Cong., 
2d Sess. 2, 6, 13 (1948). 

™ Clark, Financing High-Level Employment in FINANCING AMERICAN PROSPERITY 
71, 81 (1945). 

72 Harrison, note 33 supra. 

78 DewHurRST, AMERICA’s NEEDS AND Resources 687 (1947). 

74 Brandeis, J., dissenting, in New State Ice Co. v. Liebmann, 285 U.S. 262, 311 
(1932). 

















Bad Debt Reserves_For Banks 


WESTON .VERNON, JR. 


}, ee has been focused on the reserve method of accounting for 
bad debts as a result of the release of Mimeograph 6209 * containing in- 
structions to collectors and field offices relating to the use by banks of this 
method of accounting for bad debts. Relying upon the rules of the 
Mimeograph, a number of banks have adopted the reserve method,’ and 
it is to be expected that others will change over provided the new rules 
are not administered in such a manner as to revive the uncertainties which 
formerly existed where the reserve method was used. Indeed, as there is 
better understanding of this new method of computing the annual addi- 
tion to a reserve for bad debts which a taxpayer may reasonably make, 
efforts to extend the principle of the new Mimeograph to taxpayers other 
than banks may be anticipated. 

The great merit of the new approach is that the Commissioner has 
prescribed a formula the application of which, in a more or less mechani- 
cal fashion, will yield the amount which will constitute a reasonable addi- 
tion to the taxpayer’s bad debt reserve. The constant uncertainties sur- 
rounding the proper determination of a “reasonable” addition to reserve 
which in the past have curtailed the usefulness of the reserve method of 
accounting for bad debts, should be obviated for banks by the new 
Mimeograph. 

Prior to 1921, the Revenue Acts provided simply for the deduction of 


WEsTON VERNON, Jr. is a member of the New York and District of Columbia Bars, 
Chairman of the Committee on Taxation of New York State Bar Association, and partner 
of Milbank, ‘i'weed, Hope & Hadley, New York City. 


1 1947-2 Cum. Butt. 26. On September 8, 1948 the New York State Tax Commission 
adopted Mim. 6209 in toto for taxpayers taxable under articles 9-B or 9-C of the State 
Tax Law. Art. 52 of the New York regulations has also been amended to reflect the 
authorized use of the moving average method of computing reserves and to extend 
until October 15, 1948 the time within which applications for permission to change to 
the reserve method may be made. CCH N.Y. Tax Reports {10-573A. 

2 The New York Times on May 27, 1948 p. 37, col. 5, stated that of 492 member banks 
polled by the New York State Bankers Association, 275, or 56%, had adopted the reserve 
method in reporting 1947 income. Twenty additional banks announced their intention of 
adopting the reserve method to report 1948 income. Of the remaining number of banks 
responding, 116 reported that no decision had as yet been made as to use of the reserve 
method while 81, or 16.5%, of those responding had decided against using the reserve 
method. : 
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“Debts ascertained to be worthless and charged off within the taxable 
year.” * In 1921, however, Congress authorized the use of reserves for 
bad debts, a method deemed “much less subject to abuse than the method 
of writing off bad debts required by the present law.” * There was added 
to the statute in 1921 provision for the deduction “in the discretion of 
the Commissioner,” of “‘a reasonable addition to a reserve for bad debts.” 
In 1942 the ascertainment and charge-off tests were eliminated and, gen- 
erally, since 1943, when a change of punctuation was made, section 23 
(k) (1) has provided for the deduction of “debts which become worthless 
within the taxable year; or (in the discretion of the Commissioner) a 
reasonable addition to a reserve for bad debts.” 





WuHaAT Is A RESERVE FOR Bap DEBTS? 


Reserves for bad debts in their barest essence are nothing more than 
entries upon books of account as offsets to the value of assets (“loans 
and discounts” in the case of banks), the purpose of which is to reflect a 
true valuation of the assets." Having no independent existence apart from 
the books and records, unlike either an asset or a liability, a reserve can- 
not be transferred to another business entity.° 

A taxpayer using the reserve method of accounting for bad debts for 
his first year of business will deduct the reserve from income for that year. 
Thereafter, additions to the reserve will be deducted from income for the 
year in which the addition is made. Recoveries had upon bad debts charged 
to the reserve in a prior year will be credited to the reserve in the year of 
the recovery, thus increasing the amount of the reserve." 

Reserves for bad debts are the only reserves mentioned as deductions 
in the Code. Generally, in the income tax law the term “reserve” invites 
disallowance when sought as a deduction from gross income. “Reserves 
of any sort are not ordinarily deductible,” we are told, “and when Congress 
so far departs from the customary practice as to permit such a deduction 
as to a bad debt reserve, the condition [that the deduction is allowable only 
in the discretion of the Commissioner] is as important as the permission.” ® 


8 Revenue Act of 1918, Sec. 214(a) (7). The earlier Acts of 1913 (Sec. II, subd. 2, B, 
fifth), and of 1916 (Sec. 5(a), sixth) had both employed the formula “debts due to the 
taxpayer actually ascertained to be worthless and charged off within the year.” 

4H. R. Rep. No. 350, 67th Cong., Ist Sess.; 1939-1 (Part 2) Cum. Butt. 177. 

5 Kester, ADVANCED ACCOUNTING 571. 

6 Geyer, Cornell & Newell, Inc., 6 T.C. 96, 100 (1946) Acq. 1946-1 Cum. Butt. 2. 

7 Reg. 111, Sec. 29.23(k)-5. See also S.R. 1441, III-2 Cum. But. 125 (1924) ; I.T. 1825, 
II-2 Cum. Butt. 144 (1923); Mim. 3527, VI-1 Cum. Butt. 68 (1927) ; G.C.M. 938A, 
VI-2 Cum. Butt. 206 (1927). 

8C. P. Ford & Co. Inc., 28 B.T.A. 156, 158 (1933) ; accord, Pennsylvania Forge Corp., 
2 TCM 723 (1943). Where a taxpayer, without statutory or administrative sanction, 
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EARLIER LIMITATIONS UPON USEFULNESS OF RESERVE METHOD 


In theory, there was much to commend the reserve method to banks 
even before Mimeograph 6209. One advantage is that the reserve method 
makes it possible for the books more closely to reflect the true worth of 
loans. Experience teaches that there will be loan losses even though it 
may be impossible at the end of any given year to single out those which 
will not be paid in full. Reducing the value of loans annually by an 
average figure, rather than waiting for partial or complete worthlessness 
to be established, may equalize deductions and avoid wide fluctuation in 
tax liability. Moreover, since under the reserve method, no one loan or 
type of loan is assumed to be doubtful, the application of an average loss 
experience to all outstanding loans applies the anticipated losses more 
perfectly to the period when income is being realized than when the so- 
called charge-off method is used. This is particularly true when the 
lender has long-term loans outstanding, since such loans may produce 
taxable interest for more than one taxable period before defaults and 
resulting losses occur. 

Despite the theoretical superiority of the reserve method of accounting 
for bad debts, serious limitations curtailed its use. The broad discretionary 
power vested in the Commissioner as to the reasonableness of the annual 
addition to reserve produced uncertainty. Additions to bad debt reserves 
although uniformly allowed for years past do not necessarily serve to 
justify a similar deduction for the current year.° Losses sustained by 
similar businesses do not necessarily portend a like result for the tax- 


sets up on his books a reserve out of income to meet some contingent or anticipated 
future charge or liability, such action is without effect upon his tax liability. Unless 
the liability is actually incurred within the same year, then the full amount of the 
reserve must be restored to income in the same year. Unless specifically sanctioned bv 
statute, deductions may not be had for anticipated liabilities. Creamette Co., 37 B.T.A. 
216, 221 (1938) ; G. M. Standifer Construction Corp., 30 B.T.A. 184 (1934) Acq. XIII-1 
Cum. Butt. 15 (1934), appeal dismissed, 78 F.2d 285 (C.C.A.9th 1935). For example, 
reserves set up out of income by bus or airline companies to cover paid for but unused 
return trip tickets are not deductible from income for federal tax purposes. South 
Tacoma Motor Co., 3 T.C. 411 (1944); National Airlines, Inc., 9 T.C. 159 (1947). 
See also the leading case of Brown v. Helvering, 291 U.S. 193 (1934), where an 
insurance general agent’s overriding commissions were held income in year of receipt 
despite duty to refund in part on cancellation of outstanding policies. All such reserves 
for contingent liabilities must be restored to income in the year for which a deduction 
is claimed. Failure on the Commissioner’s part so to do may result in the avoidance 
of tax upon such income through the bar of the statute of limitations. Where the facts 
are fully disclosed, the rule is that no estoppel prevents a taxpayer from use of the 
defense that sums credited to surplus, when such reserves are at last written off, are 
not taxable in the later year, but constituted income only in the earlier year when the 
reserve was created. See El Dorado Oil Works, 46 B.T.A. 994 (1942) Nonacq. 1942-2 
Cum. Butt. 24; Consolidated Motor Lines, Inc., 6 T.C. 1066, 1076 (1946). 

9 Black Motor Co., 41 B.T.A. 300 (1940), aff’d on other grounds, Black Motor Co. v. 
Comm’r, 125 F.2d 977 (C.C.A.6th 1942) ; The R. J. M. Co., 5 TCM 491 (1946). 
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payer.*® The taxpayer has an “absolute right” to deductions for debts 
which become worthless.** A taxpayer who adopts the reserve method, 
however, “subjects himself to the reasonable discretion of the Com- 
missioner,” which will not be set aside unless the Commissioner’s action 
is capricious.” 

As a practical matter, it is reported that some banks which had adopted 
the reserve method prior to Mimeograph 6209 found themselves faced 
with a “perennial battle’ with revenue agents.** The period formerly 
used by examining agents in determining whether the addition to reserve 
was reasonable, was not always long enough to produce a fair average. 
Some agents confined the concept of what constituted a reasonable addi- 
tion to a bad debt reserve within the limitations set by each bank’s actual 
net losses for the immediately preceding five-year period.** It was felt that 
a period longer than five years must be taken into account in order to 
arrive at an average of good and bad years, a result which could not be 
achieved, for example, by taking the five years 1943 through 1947. 

Moreover, the regulations denied the application of the recovery ex- 
clusion principles of section 22(b) (12) to taxpayers accounting for bad 
debts on the reserve method.** Thus, where a taxpayer makes recovery of 
specific debts previously claimed as deductions but without tax benefit, no 
taxable income results from the recovery. A reserve method taxpayer, 
however, under the regulations, is generally required to credit to the 
reserve any recovery on a debt previously charged to the reserve. The 
amount of the balance in the reserve is thus increased by reason of the 
recovery and allowance for this would have to be made in determining 
future additions to reserve. Although the validity of this limitation may 
be subject to some doubt,** the prospect of litigation on the point has not 
appeared attractive. 





10 “The fact that one other firm in Los Angeles had losses from bad credit extended in 
this class of trade cannot be considered a sufficient ground for petitioner to assume that 
it will suffer the same experience. .. .” The R. J. M. Co., 5 TCM 491, 493 (1946). 

11C, P. Ford & Co. Inc., 28 B.T.A. 156, 158 (1933). 

12 Art Metal Construction Co. v. United States, 17 F. Supp. 854, 862-3 (Ct.Cl. 1937) ; 
Walter H. Goodrich & Co. Inc., 40 B.T.A. 960, 962 (1939), appeal dismissed, C.C.A.2d 
May 13, 1940. 

13 W. J. L. Patton, Address before New York Conference of Bank Comptrollers & 
Auditors, Dec. 11, 1945. 

14 Note 13 supra. The press release accompanying Mimeograph 6209 states that the 
prior practice had been to use a period shorter than 20 years, “often five years.” 485 
CCH 6039. 

15 Reg. 111, Sec. 29.22(b)(12)-1(a)(1). The regulations state that debts charged 
to a reserve are not “deducted.” Section 22(b)(12)(A) refers only to bad debts for 
which a “deduction” was allowed in a prior year. 

16 Compare J. F. Johnson Lumber Co., 3 T.C. 1160 (1944) Acq. 1945 Cum. Buti. 4; 
Boyd-Richardson Co., 5 T.C. 695 (1945) Acq. 1946-1 Cum. Butt. 1; Ralphs-Pugh Co., 
Inc., 7 T.C. 325 (1946) ; M. & E. Corp., 7 T.C. 1276 (1946) Acq. 1947-1 Cum. Butu. 3; 
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GENESIS OF MIMEOGRAPH 6209 


Prior to the issuance of Mimeograph 6209, some of the states were 
far ahead of the federal authorities in efforts to eliminate the problems 
posed for banks wishing to use the reserve method for bad debts. 

In California, a franchise tax is levied on every banking association, 
national or state, located within the state, measured by each bank’s net 
income ; statutory provision for the deduction of bad debts conforms to 
the federal pattern.*’ The State Franchise Tax Commissioner, by regu- 
lation issued in 1947,** authorized banks employing the reserve method 
of treating bad debts, to determine the amount of an annual addition to 
reserve based on the taxpayer’s prior experience for a period of not less 
than the ten nor more than the twenty-five consecutive income years next 
immediately preceding the income year in question. Each year the same 
number of years’ experience must be utilized but the earliest is to be 
dropped from the experience period and the latest added. Under the 
California regulations, the ratio of the average net bad debts suffered to 
the average of net total loans and discounts outstanding during the ex- 
perience period is to be applied to the total loans and discounts outstand- 
ing at the close of the current taxable year, to arrive at a reasonable addi- 
tion to the taxpayer’s reserve for bad debts for the current year. 

Other states prior to Mimeograph 6209 either permitted or authorized 

the use of a reasonable standard experience period in determining the 
addition to reserve.*® Efforts were made by representatives of banks from 
such states and others to bring the federal rules in line with those of the 
states which encouraged the use of the reserve method. The result was 
Mimeograph 6209 and a series of clarifying rulings relating to the 
Mimeograph, which may be considered together. 
Zellerbach Paper Co., 8 T.C. 511 (1947) Acq. 1947-2 Cum. Buti. 5; Tye, Tax Benefit 
Rules, War Loss Recoveries and Other Points, N.Y.U. Firth ANNUAL INSTITUTE ON 
FEDERAL TAXATION 308, 319-321 (1947); Tye, The Tax Benefit Doctrine Reexamined, 
3 Tax L. Rev. 329 (1948). 

17 Calif. Laws 1929, part, c. 13, § 1; Calif. CT 95-102; Calif. Laws 1929, part, c. 13, 
§ 2; Calif. CT 5-103. “Debts which become worthless within the income year, or, 
in the discretion of the commissioner, a reasonable addition to a reserve for bad debts.” 
Calif. Laws 1929, c. 13, § 8(e) ; Calif. CT 95-562. 

18 Reg. 15060; Calif. CT 5-564. 

19 The Wisconsin State Banking Commission required all state banks to set aside 
1% of loans per year as a reserve against bad debt losses in future depressions. In 1945 
blanket authority was given by the Commissioner of Internal Revenue to Wisconsin’s 
banks to adopt the reserve method but without approval of the 1% figure as a reasonable 
addition to such reserve. Nebraska also was a leader of this movement, 300 of the 
State’s 414 banks having applied in 1946 for permission to account for bad debts on 
the reserve method for federal income tax purposes. 
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The new Mimeograph is modeled in some respects upon the California 
banking franchise tax regulations. Perhaps its most significant points are 
that the Bureau has taken long steps toward committing itself in advance 
to the use of definite factors for determining each year’s reasonable addi- 
tion to reserve, and has adopted a full twenty-year loan experience as 
constituting ‘“‘a reasonable cycle of good and bad years.” Thus banks 
which adopted the reserve method for 1947 computed the addition to 
reserve on the basis of losses over the period 1928 to 1947, inclusive. In- 
clusion of the depression years subsequent to 1929 obviously produced 
results much different from those obtainable by using the experience of 
the five boom years of 1943 to 1947, inclusive. 


Wuo May EmpLoy THE NEw METHOD? 


The benefits of the Mimeograph have been expressly limited to in- 
corporated banks and trust companies where a substantial part of the 
business consists of receiving deposits and making loans and discounts. 
The financial institution in question may be incorporated under the laws 
of the United States, in the District of Columbia, or under the laws of 
any state or territory.” 

Savings banks as well as commercial banks are, of course, also em- 
braced by the term.” Trust companies which are “only that and nothing 
more” ** must, however, be deemed excluded from the terms of the 
Mimeograph. Thus the concept of a bank for the purposes of the Mimeo- 
graph is not so broad as the statutory definition in section 104 of the Code, 
which includes incorporated fiduciaries subject to state or federal super- 
vision, a substantial part of the business of which consists simply of 


exercising fiduciary powers. 
Use of the new method is not limited to accrual basis banks.** Tax- 


20 Mim. 6209, par. 8, 1947-2 Cum. Buti. 26, 28. The question of whether an institution 
is in fact a bank, even one incorporated under state law, appears for tax purposes to 
be a federal question. Staunton Industrial Loan Corp. v. Comm’r, 120 F.2d 930, 933 
(C.C.A.4th 1941); Morris Plan Bank of New Haven v. Smith, 125 F.2d 440, 441 
(C.C.A.2d 1941). Thus a corporation which under the laws of Virginia is an industrial 
loan association may yet be a “bank” for federal income tax purposes. Staunton Industrial 
Loan Corp. v. Comm’r, supra; Mutual Savings & Loan Co., 44 B.T.A. 1204, 1206 
(1941), appeal (C) dismissed, C.C.A.4th Dec. 9, 1941. Although a financial institution 
may be deemed a “bank” under state law and subjected to supervision and examination 
as such, for federal tax purposes a different conclusion may be reached. Palm Beach 
Trust Co., 9 T.C. 1060 (1947) Acq. 1948 Int. Rev. Butt. No, 7 at 1. 

21 Mutual savings banks not having a capital stock represented by shares are, of course, 
exempt under § 101(2) of the Code from federal income taxation. In New York, all 
savings banks are mutual savings banks. 

22 Magruder v. Safe Deposit & Trust Co. of Baltimore, 121 F.2d 981, 985 (C.C.A.4th 
1941). 

23 Mim. 6209 supra, par. 2. 
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payers on the cash basis have long been entitled to the use of bad debt 
reserves where such reserves are set up against loss of capital or other 
taxed income. In theory, it has been felt that the allowance of reason- 
able additions to a cash basis taxpayer’s reserve against capital loss is 
comparable to deductions for depreciation which are made on a per- 
centage basis rather than on actual physical depreciation suffered.” 


THE MovinGc AVERAGE 


The twenty-year experience factor, referred to in the Mimeograph as 
the “moving average experience factor,” is based upon the bank’s average 
bad debt losses over a period of twenty years, including the taxable year 
for which the addition to reserve is to be computed. The ratio of net bad 
debts to total loans for the immediately preceding twenty years is deemed 
to yield the proper percentage of the presently outstanding loans which 
may reasonably be deducted as an addition to reserve for bad debts, 
subject, however, to the “ceiling” hereinafter discussed. 


CALCULATION OF THE MoOvING AVERAGE EXPERIENCE PERCENTAGE 


No one method of computing the twenty-year average experience has 
been prescribed. The percentage ratio may be computed on the basis of 
total net losses divided by total loans for the twenty years, or through 
an averaging of the percentages of annual net losses to the total loans 
outstanding at the close of each tax year. Although both methods may 
yield approximately the same result, individual variations will arise.” 

While the use of either method is acceptable to the Bureau, either 
method, once adopted, must be adhered to consistently thereafter.” 


247.T. 2540, IX-2 Cum. Butv. 347 (1930), revoking item XIII, G.C.M. 938A, VI-2 
Cum. Bu tv. 206 at 209 (1927), as a result of the Commissioner’s acquiescence in First 
National Bank of Omaha, 17 B.T.A. 1358 (1929) Acq. IX-2 Cum. Bux. 20 (1930), 
modified on other grounds, First National Bank of Omaha v. Comm’r, 49 F.2d 70 
(C.C.A.8th 1931). 

25 Estate of M. Saltstein, 46 B.T.A. 774 (1942) Acq. 1942-1 Cum. Butt. 14. 

26 Ruling Jan. 29, 1948, 485 CCH {6070; ruling May 26, 1948, 485 CCH {6166. 
For example, a 5% ratio of net bad debts may be experienced over a year at the close 
of which $1,000,000 in total loans were outstanding. For some subsequent year in the 
twenty-year experience period only .5% net losses on $10,000,000 loans outstanding at 
the close of the taxable year may have been experienced. By treating the experience 
for each year as a unit thereby entitling each to the same weight, the lower loss rate of 
the latter year, although based on ten times the loan experience of the earlier year, is 
given no more weight in computing the moving average percentage than such earlier 
year’s experience. On the other hand, if total net losses as against total outstanding 
loans are averaged together, a high net loss ratio for one year of, say, 10% realized on 
$20,000,000 loans outstanding, would serve to offset ten good years where recoveries 
of 20% per year on annual total loans of $1,000,000 were outstanding. On a general 
averaging of yearly percentages the 10% loss would be completely neutralized by six 
months’ experience of one of the recovery years. 

27 Rulings, note 26 supra. 











TAX LAW REVIEW [Vol. 4: 





OPERATION OF THE MoviNG AVERAGE METHOD 


Use of the twenty-year moving average was permitted for taxable 
years beginning after December 31, 1946. In the case of a bank changing 
to the reserve method for the calendar year 1947, the moving average 
experience percentage was applied to the total amount of loans outstand- 
ing at the close of that year. The figure thus obtained is the permissive 
reserve deductible for that year. Thus if the loans outstanding at the 
end of 1947 were $1,000,000 and the moving average experience factor 
was 1%, the bank would be entitled to create and deduct a reserve of 
$10,000 for that year.** 

Having changed to the reserve method and having computed its mini- 
mum reserve by applying the moving average percentage to the loans out- 
standing at the end of the first year, the taxpayer in subsequent years is 
permitted to take deductions in an amount to be computed in a similar 
manner, namely, by applying the moving average percentage to the out- 
standing loans at the end of the year. The Mimeograph, however, does 
not permit this reserve to accumulate indefinitely since it is claimed that 
“to permit this would sanction the deduction of a mere contingency re- 
serve.” A so-called “reasonable ceiling’ is fixed, amounting to three 
times the product of the current moving average percentage applied to 
outstanding loans. Continuing deductions will be allowed “only in such 
amounts as will bring the accumulated total at the close of any taxable 
year to a total not exceeding three times the moving average loss rate 
applied to outstanding loans.” Such ceiling, may not, however, be less than 
the “minimum” reserve established in the first year. 


EXAMPLE OF THE OPERATION OF THE MoviInG AVERAGE 


Mimeograph 6209 gives the following example of the operation of the 
moving average, assuming that outstanding loans remain unchanged at 


$1,000,000 : 


Actual Bad Reserve 
Moving Debts for at End 
Year Average % Year Deduction of Year Ceiling 
i ee) ge 1.0 $ 2,000 $12,000 $10,000 $30,000 
wee 0.8 11,500 9,500 8,000 24,000 
So Jae 0.7 1,000 7,000 14,000 21,000 
ere 0.8 1,000 8,000 21,000 24,000 
Dim site 1.0 500 9,500 30,000 30,000 


28 Mimeograph 6209 also states that the product of the first year’s moving average 
percentage ratio to the total loans and discountings outstanding at the tax year’s end 
yields the size of the “minimum reserve which the taxpayer will be entitled to main- 
tain in future years.” Thus in each succeeding year the taxpayer will be entitled to 
maintain this minimum figure despite all “ceiling” limitations. As will be seen later 
in the discussion of the consequences of changing to the reserve method, a bank is not 
required to maintain its reserve at even this so-called minimum figure. 
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Year One. The moving average loss rate of 1% of loans of $1,000,000 
produces a permissible reserve and minimum reserve of $10,000 at the 
end of the year. The total deduction taken for the year was $10,000 plus 
the $2,000 of actual bad debts, or a total of $12,000.” The ceiling is 
three times the moving average percentage applied to outstanding loans, 
or $30,000. 

Year Two. Here the actual bad debts of $11,500 exceeded the reserve 
balance at the end of Year One of $10,000. The actual deduction taken 
is the deficiency in the reserve of $1,500 created by the $11,500 actual 
bad debts which exceeded the $10,000 reserve at the end of Year One, 
plus the $8,000 addition to reserve, or a total of $9,500. Since the moving 
average has gone down to .8%, or $8,000, three times this figure, or 
$24,000, is the maximum permissible reserve for that year. 

Year Three. The moving average went down to .7% and the actual 
bad debts were $1,000. The reserve at the end of Year Two was $8,000. 
Although the deduction on account of the addition to reserve for this year 
was $7,000, the actual bad debts of $1,000 reduced the reserve at the end 
of the year from $15,000 to $14,000. The ceiling of three times the 
$7,000 figure arrived at by applying the moving average to outstanding 
loans was $21,000 for this year. 

Year Four. The moving average here was up to .8% and the actual 
bad debts $1,000. The reserve at the end of Year Three was $14,000. 
The actual addition to reserve for this year is $8,000 less the $1,000 actual 
bad debts, leaving the reserve at the end of the year at $21,000. The de- 
duction again is the amount of the addition to the reserve, $8,000. The 
ceiling again is three times $8,000, or $24,000. 

Year Five. Here the moving average has gone back to 1% which 
would produce an addition to reserve of $10,000 except for the ceiling 
provision. The actual bad debts for the year were $500. If there were 
added to the reserve of $21,000 outstanding at the end of the prior year 
$10,000 less the actual bad debts of $500, the outstanding reserve would 
be $30,500. The ceiling being $30,000, a deductible addition to reserve 
of only $9,500 may be made in that year. 


29 A taxpayer changing to the reserve method was originally denied a deduction for 
debts becoming worthless during the year of change. With the Commissioner’s acquies- 
cence in Transatlantic Clock & Watch Co., 3 B.T.A. 1064 (1926) Acq. V-2 Cum. Butt. 3 
(1926), however, the Bureau adopted the view that in determining the size of a reasonable 
increase in reserve for the year in which a change to the reserve method is made, account 
should be taken of the bad debts experienced in the year of change whether arising 
from transactions of that year or of earlier years. G.C.M. 938A, VI-2 Cum. Butt. 206 
at 208 (1927), item XI; Mim. 3527, VI-1 Cum. Butt. 68 (1927). See also Rhode Island 
Hospital Trust Co. v. Comm’r, 29 F.2d 339 (C.C.A.1st 1928). 
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RESERVE IN Excess OF CEILING 


One of the most important questions which arose under the Mimeo- 
graph relates to the tax consequences where the maximum ceiling on 
the reserve is exceeded in any one year. Such a result might be brought 
about either by a drastic shrinkage in the loans outstanding at the close of 
a taxable year or by a sharp reduction in the bad debt loss percentage.*° 

Prior to Mimeograph 6209 it had been held that where the facts avail- 
able in one year showed that prior years’ additions to the reserve had been 
excessive, the excess should be restored to income and subjected to tax.** 
The rule adopted by the Bureau, however, is that where a taxpayer finds 
that the ceiling has been exceeded at the close of any taxable year, the 
only result is that no addition to reserve may be made for that year, nor 
for any subsequent year, until losses from bad debts reduce the reserve 
to a point where further additions are to be permitted or until there is an 
increase in loans outstanding or other increase in the moving average to 
such a point that the ceiling is raised.** 

It is apparent that the ceiling provisions of the Mimeograph introduce 
complexities. With less revenue involved, greater simplicity was achieved 
under the California regulations ** which allow each year’s reserve to be 
computed by applying the moving average percentage to loans outstanding 
without the ceiling limitation. 


30 Thus, in the example given in Mimeograph 6209 the reserve at the end of Year 
Five had reached the ceiling of $30,000 on a moving average for that year of 1% of 
loans outstanding of $1,000,000. If in Year Six, the loans outstanding had dropped to 
$500,000, actual bad debts had been $500 and the moving average had remained at 
approximately 1%, the ceiling would drop to $15,000, whereas the reserve at the end 
of the prior year would be in excess of this amount. Similarly where the taxpayer 
computes the moving experience by averaging the yearly ratio of losses to loans rather 
than lumping the total loans and total losses during the 20-year period, a sharp reduc- 
tion in the percentage of net losses for the year in question to the total loans outstanding 
may result in reducing the maximum permissible reserve to such a point that sums 
already deducted in prior years exceed the size of the currently authorized reserve. 
Thus, if the average of the yearly ratios for the 20-year period ended in 1947 was 
1% of outstanding loans of $1,000,000 and the taxpayer had made additions to the 
reserve to bring it to the full ceiling of $30,000, a sharp reduction in the ratio of losses 
to loans in the following year, say 1/10th of 1%, would reduce the ceiling to below 
$30,000. 

31S. Rossin & Sons v. Comm’r, 113 F.2d 652 (C.C.A.2d 1940). See also, Peabody 
Coal Co., 18 B.T.A. 1081, 1091 (1930), aff'd, Peabody Coal Co. v. Comm’r, 55 F.2d 7 
(C.C.A.7th 1932); Geyer, Cornell & Newell, Inc., 6 T.C. 96, 100 (1946) Acq. 1946-1 
Cum. Butt. 2; M. & E. Corp., 7 T.C. 1276, 1278 (1946) Acq. 1947-1 Cum. Butt. 3. 
The California regulations provide that on dissolution of a bank its reserve must be 
taken into income in the year preceding the year of cessation of business. (Reg. 15060, 
section headed “Liquidation” ; Calif. CT 95-564.) 

32 Ruling Dec. 29, 1947, 485 CCH {6050. 
33 Reg. 15060, see section headed “Charges”; Calif. CT 5-564. 
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Net Bap DEsts 


In computing yearly losses sustained, only the net amount of bad debts 
experienced is to be employed. 

Recoveries made in one year must be related to the losses of that year 
rather than being related to a prior year. For example, where a loan was 
made in 1921, which was charged off in 1924, a recovery in 1929 reduces 
the loss experience for 1929. Where recoveries for the taxable year exceed 
losses experienced, the excess of recoveries must be reflected in the com- 
putation of a moving average. Total net losses, however, are to be taken 
into account whether or not deductions therefor were claimed in prior 
years for tax purposes. So also the full amount of recoveries must be 
considered whether or not such recoveries were taxable. 

The effect of recoveries upon the reserve may be demonstrated by 
referring to Years Three and Four in the example from Mimeograph 6209 
referred to above. Following are the figures used in the example for those 
years : 


Actual Bad Reserve 
Moving Debts for at End 
Year Average % Year Deduction of Year Ceiling 
Boi Ge 0.7 $1,000 $7,000 $14,000 $21,000 
Ot. dash 0.8 1,000 8,000 21,000 24,000 


In Year Three if there had been a recovery of $7,000 on debts previously 
charged against the reserve, a deduction of $7,000 would still have been 
allowable, but the reserve balance at the end of the year instead of being 
$14,000 would be $21,000. Thus the reserve would have reached the 
ceiling in that year. Accordingly, in the next year with a ceiling of $24,000 
the allowable deduction (after taking into account the $1,000 of actual 
bad debts for that year) would have been only $4,000 before the ceiling 
would be reached. 

Recoveries on specific debts previously charged against the reserve are 
to be credited to the reserve.** An earlier federal ruling and the Cali- 
fornia regulations indicate that recoveries on debts charged off prior to 
the taxpayer’s adoption of the reserve method are to be taken into income 
to the extent that a prior tax benefit has been experienced by reason of 
such earlier charge-off.*° 


84 Ruling Dec. 29, 1947, 485 CCH 6050; ruling Jan. 29, 1948, 485 CCH 6070; ruling 
Mar. 31, 1948, 485 CCH 6115. 

35 Mim. 6209 supra, par. 6. 

36].T. 1825, II-2 Cum. Burr. 144 (1923); Reg. 15060, section headed “Charges” ; 
Calif. CT 5-564. 
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On ty “Loans” ARE EMBRACED BY THE Movinc AVERAGE 


Problems have arisen in determining exactly what is included in the 
term “loan.” In arriving at the moving average percentage ratio of bad 
debt losses to loans, of course only items representing genuine loans may 
be considered. The California regulations in substance provide that 
business losses, although arising in the regular course of the banking 
business, may not be included, nor may such items as bad checks, over- 
drafts, or “letters of credit.” *’ Intentional overdrafts are extensions of 
credit and consequently should be treated as loans. Failure of a bank’s 
customer to meet his liability under a letter of credit probably should be 
treated as a loan. 

The rule. is well established that additions to a bad debt reserve may 
not be had to cover anticipated losses on loans or accounts receivable 
arising as the result of a dispute over either the obligor’s liability or the 
actual amount of the debt due. Losses resulting from a dispute over the 
correctness of book charges and credits which might be deductible in the 
year in which settled by compromise or otherwise, may not be included in 
computing the addition to reserve.** 

Losses realized when foreign currencies at official exchange rates are 
accepted in discharge of dollar loans abroad present a difficult problem. 
The “free” market rate for foreign exchange frequently is less than the 
official rate.*® One Bureau ruling was subject to the interpretation that 
exchange losses realized on the repayment of a loan in a foreign currency 
should be treated as business losses, not bad debt losses, account of which 
could be taken in computing the moving average.*° The better view would 
seem to be that the lender received only a commodity having a dollar value 
equal to the then current rate of “free” exchange and thus sustained a loss 
on the foreign loan itself. Accordingly, any difference between the ad- 
justed basis of the debt in the lender’s hands and the fair market value 
of the particular foreign currency on the day of receipt, should be viewed 
as constituting a bad debt loss in the computation of the lender’s moving 
average. Where there is a restricted market for the foreign currency and 
the lender makes an effort to dispose of it promptly, it might well be 
urged that the amount realized rather than its theoretical value on date of 
receipt should be used in computing gain or loss. 


87 Reg. 15060, section headed “Charges”; Calif. CT 95-564. 

38 George C. Peterson Co., 1 B.T.A. 690, 693 (1925) Acq. IV-1 Cum. Butt. 3 (1925) ; 
J. Gordon Hill, 11 B.T.A. 910, 912 (1928) ; Erie Dyeing & Processing Co., 12 B.T.A. 
393, 395 (1928). 

39 The so-called “free” or actual rate governs for federal tax purposes. Morris Marks 
Landau, 7 T.C. 12 (1946) Acq. 1946-2 Cum. Butt. 3. See also 1.T. 3810, 1946-2 Cum. 
Butt. 55, 56, and cases cited there. 

40 Ruling Mar. 31, 1948, 485 CCH {6115. The Bureau reaffirmed this position in a 
subsequent ruling issued in August, 1948. 
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Loans which are the subject of war losses should be included in loans 
outstanding in computing the moving average. Whether the war loss 
should be treated as a bad debt in determining the loss experience, how- 
ever, seems doubtful at best. 


GOVERNMENT INSURED LOANS 


The Mimeograph excluded “Government insured loans” from the com- 
putation of the moving average. Question immediately arose as to 
whether this referred to fully or partially insured loans. The Bureau has 
not specified the particular government guaranteed or insured loans 
which are to be excluded, but agrees that only loans in which the lender 
is completely insured or guaranteed against loss are to be excluded.* 


ARE Bonps AND OTHER SECURITIES LOANS? 


In determining what are loans for computing the moving average, both 
the federal officials and state tax authorities faced the problem of drawing 
the line between true loans and discounts and evidences of indebtedness 
held by banks for investment or for other purposes. 

For purposes of computing net income subject to California franchise 
taxation, banks employing the reserve method of accounting for bad 
debts are required under the State regulation to exclude bonds which have 
become worthless. Although technically falling in the category of bad 
debts, losses on bonds were excluded in computing a taxpayer’s moving 
average experience. ** 

Under Mimeograph 6209 as interpreted by the Bureau, the rule of 
exclusion may be somewhat broader than the California practice. The 
Bureau has ruled that all “securities,” including bonds meeting the defini- 
tion of that term as contained in section 23(k) (3) of the Code, are to be 
omitted from a bank’s loan experience.** “Securities” are defined in 
section 23(k)(3) as meaning a bond, debenture, note, or certificate, or 
other evidence of indebtedness which has been issued at any time by a 


41 Mim. 6209, par. 4, 1947-2 Cum. Bu Lt. 26, 27, ruling Apr. 1, 1948, 485 CCH 6114; 
ruling Mar. 31, 1948, 485 CCH {6115; ruling Dec. 29, 1947, 485 CCH 6050, ques- 
tion 10. Thus, loans insured by the Federal Housing Administrator under Title I, or 
by the Administrator of Veterans’ Affairs, are includible in computing a bank’s moving 
average percentage ratio. In both cases the lender may recover the full amount of his 
loan, but his right is conditioned upon the presence of a sufficient sum in the insurance 
reserve fund. Where government insurance is placed on the basis of a percentage 
of each individual loan, the amount of such loan is includible in the computation of 
the twenty-year moving average despite the cumulative nature of the insurance which is 
available to cover a loss on any particular loan. 

42 Reg. 15060, section headed “Bonds”; Calif. CT 5-564. 

48 Ruling Jan. 29, 1948, 485 CCH 6070, question 2; G.C.M. 25605, 1948 Int. Rev. 
Butt. No. 8 at 3. 
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domestic or foreign corporation (including that issued by any government 
or political subdivision thereof), either in registered form or with interest 
coupons attached.** 

Exclusion of bond losses in computing the moving average raised the 
question as to whether banks adopting the reserve method would be en- 
titled to a separate deduction for bond losses and also a deduction for 
addition to the reserve for bad debts, thus reporting their total debt losses 
on a hybrid basis. The California regulations permit this.** For federal 
income tax purposes, however, an early General Counsel’s Memorandum 
issued in 1927 ** held that since a taxpayer’s accounting method once 
established must be adhered to consistently 

. . a taxpayer who has established the reserve method can secure his allow- 
ance on account of debts evidenced by bonds only by way of an addition to a 
reserve for bad debts. 


This presented no problem prior to the Mimeograph since banks and 
dealers in securities were excepted from the provisions of section 23(k) 
limiting to capital losses those losses realized on debts evidenced by “securi- 
ties.” After the Mimeograph was issued, however, the earlier Bureau 
ruling was modified to authorize a bank, using the reserve method of 
accounting for bad debts, to claim deductions for specific bad debt losses 
written off and claimed as totally or partially worthless “securities.” In 
the alternative, banks on the reserve method were also authorized to set 
up a reserve for bad debts evidenced by “securities’’ quite separate and 
apart from such bank’s twenty-year moving’ average reserve for loans.** 


“LoANS COMPARABLE IN NATURE AND RISK” 


The Bureau properly might have assumed that this rather specific 
formula for determining the reasonableness of additions to reserve would 
not necessarily be applicable in all its refinements to unusual cases. A rule 
for use by thousands of banks could not be expected to anticipate the 
cases where factors not generally existing in the lending business might 
require special administrative handling. Unfortunately, however, in re- 
quiring that the moving average be computed only “on loans comparable 
in their nature and risk involved to those outstanding at the close of the 
current taxable year,” the impression was left, initially at least, that while 


44 It should be noted that this definition includes only corporate and government bonds. 
This may leave some question as to whether, where the obligor is a partnership or 
individual, a bond, although in registered form or with coupons attached, is not a 
“security” which must be excluded from the computation of the owner’s moving average 
experience. Compare Reg. 111, Sec. 29.23(k)—-4. 

45 Note 42 supra. 
46 G.C.M. 1887, VI-2 Cum. Butt. 61, 62 (1927). 
47G.C.M. 25605, 1948 Int. Rev. But. No. 8 at 3. 
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the Mimeograph eliminated some uncertainties it had created or added 
emphasis to others. 

Taken literally the Mimeograph would have required classification and 
comparison of the “nature” of all loans during the twenty-year period. 
Whether the nature of a loan is determined by the term, the interest rate, 
the collateral, the form of the promise to pay, the origin of the obligation, 
the business of the borrower, the use to which the money was to be put, 
or something else, was not indicated. Probably no two loans would ever 
be exactly comparable if all these tests were applied. The vagueness of 
the limitation in this respect was in sharp contrast with the more specific 
provisions of the Mimeograph in other respects, and in the absence of 
criteria for determining the “nature” of loans, classification was im- 
possible. Moreover, the very nature of an average is that it indicates a 
level where wide variations are involved in a great number of cases, and 
the chief value of an average loss experience is that it gives a roughly 
predictable result when applied to varying transactions in an entire busi- 
ness. Ascertainment of the average experience in precisely comparable 
transactions may be of questionable value. 

Even more questionable was the requirement that the average be com- 
puted on loans comparable in “risk.” The reserve method of accounting 
for bad debts does not assume that any account or type of account is 
necessarily doubtful.** Presumably all loans are regarded as sound when 
made, or the responsible bank officers would not have made them. To some 
extent relative risk may be reflected in interest rate, but other factors also 
affect the interest rate and may cause it to change during the twenty-year 
period. So far as the element of risk is concerned, it would seem to be 
impossible to compare loans made twenty years ago, where the degree of 
risk might be determined through hindsight, with loans outstanding at 
the close of the current year where the degree of risk may be affected by 
a myriad of unknown happenings which have not yet occurred. Even if, 
in theory, there is any putative similarity in risk elements, only a crystal 
gazer could make the comparison. 

These objections were pressed upon the Bureau after release of the 
Mimeograph. Fears of dimly envisioned abuses led to retention of the 
offending language. General assurances, however, have been forthcom- 
ing from the Commissioner that these requirements are not intended as a 
“ “trouble-maker’ or to burden the revenue agents or taxpayers with a 
continuing complete analysis of all business for the 20 years. . . .” * 

Pressed for clarification of this “comparable in their nature and risk” 
rule, the Bureau has concretely held that if loans of a type regularly 


48 Kester, ADVANCED ACCOUNTING 572. 
49 Ruling Dec. 29, 1947, 485 CCH 6050, answer 9. 
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carried should be completely absent from a bank’s loan portfolio at the 
close of one year, the elimination of such loans from the experience tables 
for the remaining nineteen years is not necessary and no recomputation 
is required. Exceptional cases were felt to exist, however, where some 
item not comparable in nature to other loans would produce a decided and 
material distortion of the average. For example, where a predecessor bank 
was possessed of substantial amounts of foreign loans at the time of 
merger, but the successor bank had never had any foreign loan experience, 
the amount of the foreign items should be omitted from the taxpayer’s 
outstanding loans at the end of the taxable year for the purpose of com- 
puting the moving average. Should loss on any of the foreign loan items 
be experienced by the successor bank, bad debt deductions would be avail- 
able therefor in the year of actual loss.*° 


ForEIGN TAX CREDIT AND THE MOVING AVERAGE 


In computing the credit for foreign taxes, it has been held that the 
ratio between foreign income as against all income is to be calculated on 
a net basis, that is, gross foreign income must be reduced by a ratable 
proportion of the taxpayer’s deductible expenses incurred in the production 
of such income.” The Bureau has, therefore, held that the taxpayer’s 
foreign bad debt experience is one of the items which reduces the amount 
of foreign income. A portion of the addition to reserve is treated as a 
deduction in arriving at net foreign income. 

No definition of what constitutes a “foreign” loan has been laid down 
by the Bureau. If the analogy with the foreign tax credit is to be extended 
logically, then perhaps the term should be restricted to those loans 
negotiated abroad by a bank’s foreign branches. It should not be extended 
to cover loans made within the United States to foreign borrowers even 
though the loan is payable in a foreign currency. 


50 [bid. 

51 International Standard Electric Corp., 1 T.C. 1153, 1158 (1943) Acq. 1943 Cum. 
Butt. 12, aff'd except as to apportionment of certain payments, International Standard 
Electric Corp. v. Comm’r, 144 F.2d 487 (C.C.A.2d 1944), cert. denied, 323 U.S. 803 
(1945); South Porto Rico Sugar Co., 2 T.C. 738 (1943). Under section 131(a) of 
the Code, a domestic corporation may credit against its federal income taxes the amount 
of any income, profits or excess profits taxes paid or accrued during the year to any 
foreign country or possession of the United States. This credit for taxes paid or accrued 
to each country or possession may not, however, exceed the product of the taxpayer’s 
normal tax net income from a particular foreign source divided by the taxpayer’s entire 
normal tax net income from all sources times the taxpayer’s total federal tax. Nor 
may the credit for taxes paid or accrued to all foreign countries and possessions ex- 
ceed the product of the taxpayer’s normal tax net income from all foreign sources 
divided by the taxpayer’s entire normal tax net income times the taxpayer’s total 


federal tax. 
52 Ruling Mar. 31, 1948, 485 CCH 6115. 
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EFFECT OF CONSOLIDATION UPON THE MOvING AVERAGE 


Where two or more banks have merged or consolidated into one, the 
combined or surviving institution may make full use of the prior loan 
loss experience of both where loans of the same general kind continue to 
be made. The particular method whereby the merger or consolidation is 
effected does not appear to be of moment. The important consideration 
is whether “. . . the continuing bank carries on the business of its pre- 
decessor in a comparable manner.” Should important loan categories be 
discontinued, then corresponding adjustments in the prior loan experience 
of the particular predecessor bank would be necessary in computing 
the current moving average percentage of the surviving or successor 
institution. 


COMPUTATION OF RESERVE BY NEWLY ORGANIZED BANKS 


Where a bank, desirous of availing itself of the benefits of Mimeograph 
6209, is not yet possessed of twenty years continuous loan experience, it 
may rely upon “. . . the average experience of other similar banks with 
respect to the same type of loans, preferably in the same locality. .. .”™* 
Adjustments in the bank’s reserve may subsequently be made in the light 
of later events to reflect its own loan experience. 

Similarly, where a bank has not been in existence for twenty years, 
it may seek guidance from the bad debt loss figures compiled by the 
Federal Reserve Board for the district in which its business is located, 
the state figures compiled by the Comptroller of the Currency, the Federal 
Deposit Insurance Corporation, or state bank supervisory personnel. No 
one set of figures or combination of figures can be conclusive. Each bank 
must seek guidance from the data which it deems most nearly comparable 
to its own experience in arriving at its average loss percentage. 


UsE oF Movinc AVERAGE BY MEMBERS OF AFFILIATED GROUP FILING A 
CONSOLIDATED RETURN 


In those instances where a bank holding corporation and affiliated cor- 
porations are eligible to file a consolidated return, only such affiliates as 
meet the definition of “bank” considered earlier in this article, are en- 
titled to the benefits of the new moving average. Each such bank must 
in turn compute its experience ratio on the basis of its own individual 
loan experience using either “the average of averages” or “average based 


58 Ruling Mar. 31, 1948, 485 CCH {6115. 


54 Each bank is, of course, unique. The problem of determining what banks are 
“similar” is as imponderable as equating loans on the basis of their “nature” and “risk.” 
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on totals”’ method, as each may elect. The use of the combined experience 
of all banking members of the affiliated group is not permissible.™ 

Each bank, if it so desires, may claim less than the maximum addition 
to reserve, thus postponing the date when its individual reserve will have 
reached the prescribed ceiling. In fact, one or more banks in the affiliated 
group may postpone the adoption of the reserve method indefinitely even 
though all other members of the affiliated group have made the change. 
Where an affiliated bank is already on the reserve basis, it may adopt the 
moving average method of accounting for bad debts by filing its return 
without further application to the Bureau, provided written notice to that 
effect is filed with the return. 


CONSEQUENCES OF A CHANGE TO THE RESERVE METHOD 


A bank electing to change to the reserve method is required thereafter 
to adopt the moving average basis for determining additions to the 
reserve. The Bureau has agreed, however, that a bank changing to the 
reserve method would not be required to claim as a deductible addition to 
reserve the entire amount shown by the use of the moving average. The 
claiming of a lesser amount than the maximum allowable merely postpones 
the date when the ceiling will be reached.** Although the point is not 
covered by any published ruling, the Bureau may take the position that 
when an addition to reserve of less than the amount shown by the moving 
average is claimed in the return, the taxpayer will not be permitted, either 
upon the audit or at a later date, to claim a.greater amount as a deduction 
under the formula prescribed in Mimeograph 6209. 

The Mimeograph is applicable in some respects to banks which had 
adopted the reserve method prior to 1947. Such banks may continue to 
deduct additions to the reserve based solely on facts current at the end 
of each tax year, but in no event may the addition exceed the ceiling of 
three times the twenty-year moving average. Such banks may later adopt 
the twenty-year moving average method of determining the addition to 
reserve, and thereafter will be required to continue the use of that 


method.” 


BOOKKEEPING ENTRIES 


Since the reserve method of accounting for bad debts constitutes a 
recognized method of accounting for such items, the existence of the 
reserve should appear from the books of the taxpayer.” It is not sufficient 


55 Ruling May 26, 1948, 485 CCH 6166. 

56 See Rulings Dec. 29, 1947 and Jan. 29, 1948 supra. 
57 Ruling Dec. 29, 1947 supra. 

58 Jbid., question 1(A). 
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that the reserve simply be set forth in the corporate balance sheets filed 
with the return. The books and records of the taxpayer should, rather, 
set forth the composition and size of the bad debt reserve on a basis 
consistent with and reflected in the tax return.*® Where the formal 
entries have consistently been entered by the taxpayer on authorized © 
auxiliary or subsidiary books of account, it has been held that the reserves 
need not also be shown on the regular books of the bank. 

It is not requisite, moreover, that all bookkeeping entries be posted at 
the end of the taxable year.” A fortiori, it is not necessary for the claimed 
addition to the bad debt reserve actually to be placed upon the taxpayer’s 
books at the close of the taxable year, since the bad debt reserve itself is 
substantially equivalent to a mere valuation account. 

The Bureau itself has, of course, taken no position on the accounting 
procedures to be pursued by banks electing to avail themselves of the mov- 
ing average method of accounting for bad debts in preparing their public 
statement of accounts. Federal and state bank supervisory agencies, how- 
ever, have adopted a uniform method of treating bad debt reserves in bank 
reports. 


CONCLUSION 


Mimeograph 6209 and the clarifying rulings may be regarded as a 
laudable effort to eliminate some of the uncertainties of the reserve 
method as it applies to banks. While a great many problems may be 
expected to arise in harmonizing the principles of the Mimeograph with 


59 Tbid., question 1(B). 

60 The use of subordinate records and account books was originally denied taxpayers. 
With the promulgation of A.R.R. 377, 4 Cum. But. 64 (1921), and A.R.M. 172, I-2 
Cum. Butt. 48 (1922), however, their use by banks was authorized. 

61 Ruling June 14, 1948, 485 CCH { 6174. 

62 Ruling Dec. 29, 1947, question 1(B) supra. 

83 [bid. 

64 See AMERICAN BANKER 1 (Apr. 27, 1948), stating that federal and state agencies 
have worked out a uniform procedure for all banks in the treatment of loss reserves. 
The article describes this method as follows: “The amount of the addition to the 
reserve will be deducted from capital structure and from loans and discounts in exactly 
the same manner that unallocated charge-offs and other valuation reserves are treated. 
There will also be inserted a new item on the report of condition in which the report- 
ing bank may, if it desires, insert the dollar amount of the reserves so deducted from 
the asset accounts. The earnings and dividends report will contain, among other things, 
a new schedule which will show the actual losses taken, whether they were charged 
against the reserve for bad debts account or charged against undivided profits.” It is 
also stated that “Under existing forms of call reports and earnings and dividends reports, 
there could be no compilation of uniform figures showing the amount of the losses 
actually sustained in any given year, because the whole amount of additions to reserves 
for bad debts have been shown as ‘losses’ for the year in which taken, even though in 
that year no losses were actually sustained.” 
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existing tax concepts, on the whole, substantial progress seems to have 
been made toward producing a formula which, with modifications dictated 
by future experience, should produce equitable results over a long period 
of time. In time perhaps, the benefits of a standard formula in determin- 
ing reasonable additions to bad debt reserves may be extended to a 
wider circle of taxpayers. 




















Legislative Aspects Of Ten Years Of 
Federal Income Tax Opinions 


Of The Supreme Court 


ROBERT W. WALES 


fee the federal income tax is wholly statutory. Congress 
enacts a system of rules to govern all of the particular transactions which 
may occur. The courts, including the Supreme Court as final arbiter, 
ascertain what are the facts with respect to a particular taxpayer or 
transaction and decide which of the rules stated in the statute governs 
such a situation. We all know that in our complex society and Govern- 
ment the actual determination both of particular tax controversies and of 
tax policy does not entirely follow this pristine theory. One can hardly 
hope to extricate the precise parts played by the legislature and the courts 
in the development of our tax system, or to state the principles ideally 
supposed to govern their necessarily interrelated functions. Yet, perhaps 
some hints can be derived from a review of the federal income tax business 
of the Supreme Court over a recent period. 

As a basis for this discussion, the federal income tax opinions of the 
last ten terms of Court, from the 1938 term through the 1947 term, have 
been used. Determination whether particular opinions should be included as 
income tax cases though dealing primarily with criminal law * or federal 
court procedure * is necessarily arbitrary; so also is the determination 
whether related cases are counted as one or more than one opinion.* Cases 


Rosert W. Wa Es, formerly Tax Legislative Counsel of the Treasury, and member 
of the firm of Miller, Gorham, Wescott & Adams, Chicago, Illinois. 


1The Johnson case on the propriety of a circuit court of appeals order for a new 
trial; and the Spies case on meaning of the felony “attempt to evade.” 

2R. Simpson & Co., Inc. v. Commissioner held that even during the same term, no 
petition for rehearing of a certiorari application could be allowed more than 25 days 
after denial. See also Textile Mills Securities Corp. holding five circuit court of appeals 
judges could sit en banc. Compare Royal Indemnity Co. holding a collector could not 
legally release a bond given in connection with abatement of a 1917 income tax, and 
determining the measure of interest upon recovery on the bond. Other cases such as 
Wood and Hormel involved problems as to issues open on review; and Sunnen was 
concerned with estoppel by prior judgment. 

8 A single opinion in related cases, such as John Kelley Company and Talbot Mills, is 
counted as one. Even if there is a separate opinion it is not separately counted if it 
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not arising under the federal income tax, though having an important 
bearing on it, have been excluded.* Nonetheless, it is unlikely that statis- 
tical arbitrariness or errors affect the crude generalizations for which we 
are groping. The citations of all the income tax cases used are given in 
the appendix and are therefore not repeated in mentioning decisions of 
this particular ten-year period. 

The appendix also contains tables giving some data concerning the 
decisions, including the numbers of opinions by the various Justices and 
the categories of subject matter considered. In this connection also, it is 
obvious that in certain instances an opinion cannot properly be assigned 
to a single, exclusive category. Furthermore, the table shows the number 
of cases won and lost by taxpayers, which makes relevant Cardozo’s 
caution that a decision which “is liberal to one taxpayer may be illiberal 
to others.” ° And a decision which on the record favors the Government 
may not in the long run advantage the entire body of taxpayers as against 
the particular group of taxpayers considered in the case—especially if 
one counts possible legislative reaction to the decision itself. 


I 


One question arising from such a backward glance at the opinions of 
the Court relates to the legislative materials that caused trouble or gave 
rise to the opinion. To what extent were the difficulties a matter of the 
particular words or expressions used in the statute by Congress, and to 
what extent were the problems of a more general nature concerned with 
the underlying purposes of income taxation or the intention expressed in 
the federal income tax statutes as a whole? Naturally no clear-cut segre- 
gation is possible since all statutory interpretation has regard for the 
context and setting of the words used. Even a rough division of the cases, 
however, will give us some notion concerning the question whether most 
problems arise out of complex or contradictory statutory expression. 

About three opinions in ten dealt with problems of gross income and 
its exemption from tax. Though some of these cases definitely involve 
ambiguities in the particular statutory words before the Court, the group 
as a whole is the clearest example of opinions not concerned with statutory 
drafting in the narrow sense. These cases involved problems of the 
nature of taxable income, its realization, to whom it should be taxed, and 
the exemption of gross income from taxation.™ 





relies solely on a related case; ¢.g., Crane-Johnson Company, decided on the authority 
of Northwest Steel Rolling Mills, is not separately counted. 

* For example, Graves v. New York, 306 U.S. 466 (1939) ; Welch v. Henry, 305 U.S. 
134 (1938). 

5 Burnet v. Guggenheim, 288 U.S. 280 (1933). 

58 Five cases relating to the corporate entity, including three as‘to whether income was 
realized by a corporation or by an individual, seemed sufficiently cognate to be included. 
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The great majority of the cases in this group are concerned with the 
scope of section 22(a). The trouble does not stem from the exact choice 
of words used in that section. The Court is necessarily concerned with 
the ascertainment of a philosophy of income taxation. Given a progres- 
sive income tax on individuals and a separate corporate income tax, 
certain results seem to follow if the system as a whole is to operate 
effectively. An enumeration of some of the opinions in this group will 
illustrate the kind of federal “common law” of taxes with which we are 
dealing. 

The Harmon case on community property, four opinions dealing with 
the scope of Douglas v. Willcuts as applied to alimony trusts,° four cases 
relating to the Clifford principles on short term and related trusts,’ Tower 
and Lusthaus on family partnership, and the assignment cases of Horst, 
Eubank, Schaffner, and Sunnen—all fifteen of these decisions were con- 
cerned with ascertaining the proper taxpayer under the broad language 
of section 22(a). In general, statutory words did not compel or even 
indicate the results; the necessities of the income tax system were under 
consideration. The alimony cases were concerned with the extent of the 
Court’s own doctrine in Douglas v. Willcuts and presented no need to cite 
statutes. In Harmon, and also in Tower and Lusthaus, section 11 refer- 
ring to “net income of every individual” came into play. In Clifford and 
related cases, it had to be found that Congress did not intend sections 166 
and 167 to state all cases in which the grantor might be taxed. In the 
partnership cases, sections 181 and 182 had relevance. But in all these 
decisions the Court was not concerned with the construction of particular 
statutory words. 

Griffiths v. Helvering, Moline Properties, Inc. and Court Holding 
Company are somewhat similar in their reliance upon general principles 
of section 22. In seeking the substance of the matter in the Griffiths case, 
the Court had to exclude the literal application of section 44 on installment 
sales, but not as a matter of statutory wording. Two other corporate entity 
opinions are included at this point though dealing with deductions: “losses 
sustained” under section 23(e) in Higgins v. Smith, and “expenses paid” 
under section 23(a) in Interstate Transit Lines. Neither was basically 
concerned with statutory interpretation in the narrow sense; the position 
of the corporation in our taxing system was in issue. The fact that the 
problem presented by Higgins v. Smith had already been dealt with by a 
particular statute * at the time of decision merely highlights the general 
nature of the issue. 

6 Fitch, Fuller, Leonard and Pearce. 


’ Clifford, Wood, Hormel and Stuart. 
8 Sec. 24(a) (6) of the Revenue Act of 1934, now § 24(b) ‘of the Code. 
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Twelve opinions dealt in a general sense with the nature of taxable in- 
come. Probably the Enright case can be considered to have arisen because 
of the use of the slippery word “accrued” in a new context; the Putnam 
case also involved section 42 as changed in the 1934 Act. Helvering v. 
Griffiths on whether Eisner v. Macomber * was overruled by Congress 
is a drafting problem; at the least the intention of Congress on a subject 
considered by it was not thought to be clear. The tax was asserted on 
“dividends” under section 22(a), but the difficulty of meaning was under 
section 115(f)(1) in its historical setting. Sprouse, which arose under 
the latter section, nonetheless indicates the generality of the problem in 
connection with the nature of taxable income. The Crane case involved 
ambiguities [ “property” under section 113(a)(5) and “amount realized” 
under section 111(b)] or an omission of long standing in the statutes 
relating to basis in a very frequent fact situation. The other seven cases, 
including payment for cancellation of a lease in Hort, the income of a 
lessor in a lease calling for payments to shareholders in Joliet & Chicago 
Railroad, the question whether embezzled funds constituted income in 
Wilcox, and the stock option problem in Commissioner v. Smith, are not 
primarily drafting problems. These, with M. E. Blatt and Bruun on in- 
come of lessors, all involved general principles under section 22(a). 
Douglas v. Commissioner did involve the validity of a Treasury regula- 
tion stating a particular result under the somewhat ambiguous section 
23(m) and to that extent was dependent on difficulties of expression; 
but the decision turned largely on concepts as to income and the regulatory 
power delegated by Congress to the Treasury in the field. 

Five opinions dealt with the alleged exemption of income from tax. 
Lyeth involved “inheritance” and American Dental Co. “gift” under 
section 22(b)(3). Though these words are obviously ambiguous, the 
problems probably did not primarily concern Congressional choice of 
language. R. J. Reynolds Tobacco Co. arose under section 22(a) and a 
Treasury regulation not taxing corporate gain from dealing in its own 
shares. In Woodrough, section 22(a) was applied to. the salary of a 
judge which under the Constitution “shall not be diminished during their 
continuance in office.” The Stewart case presents most clearly a language 
difficulty. Certain bonds “and the income derived therefrom” were exempt 
under the Federal Farm Loan Act, but section 22(a) nonetheless reached 
gains from purchase and sale. 

By and large the foregoing thirty-seven cases involve an uninhibited 
interpretation of section 22(a). Another large group of decisions, the 
twenty-four opinions relative to deductions arising mostly under section 


9 252 U.S. 189 (1920). 
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23, come closer to ambiguities of statutory words rather than to policy. 
It is submitted, however, that here too the questions are not in a real sense 
those of the particular words used in drafting. What is “interest” in 
John Kelley Company and Talbot Mills (though perhaps these should be 
considered solely Dobson cases) ; who is entitled to depreciation in F. & R. 
Lazarus & Company and Detroit Edison Company; what taxes are de- 
ductible and what must be capitalized in Magruder v. Supplee; the tax 
accounting problem on deductions in Price, Dixie Pine Products Company, 
and Security Flour Mills Company—such decisions hardly seem charge- 
able to Congressional failure to say what is meant by interest, taxes, cash 
basis or accrual and the like. 

The three cases *° on non-business expenses, before enactment of section 
23(a)(2) and two™ after are less clear. At the least Congress must 
surely bear some of the onus for the doubtful expression of section 
23(a)(2) whereby not even a majority of the Court could agree on the 
Court’s opinion in the McDonald case. The statutory words are suffi- 
ciently broad so that limitations thereon and the correlative aspect with 
section 23(a)(1) had to be derived from history, legislative and judicial, 
The question of “ordinary and necessary” under section 23(a) in Hein- 
inger and Deputy v. duPont hardly seems any longer a question of words ; 
previous judicial gloss rather than statutory language is largely control- 
ling. The amount of deductible loss in non-business losses dealt with in 
the Owens case seems a clear omission in statutory drafting, even though 
the problem was one of long standing. Perhaps the allowed-allowable con- 
troversy in Virginian Hotel is due to faulty expression. The MclWilliams 
situation involving the simultaneous purchase and sale of securities by 
husband and wife might well have been foreseen when specifically dis- 
allowing loss on sales between them; but the Court was largely concerned 
with “substance.” “Away from home” in the Flowers case is a phrase 
that caused the administrators and lower courts so much trouble that its 
ambiguities should be classed as arising from faulty legislative expression, 
though the words doubtless seemed clear enough to those who first used 
them in 1918. On the whole, though the problems of the deduction cases 
are more nearly concerned with the exact words used by Congress than in 
the cases involving the nature of income, most of them would not have 
been avoided by more careful expression of the policy intended. 

Even the fourteen reorganizations and earnings-and-profits cases seem 
less a matter of difficulty with ambiguous statutory words than with policy 
previously largely formed by courts. Of course, reorganizations under the 

10 Higgins v. Commissioner, City Bank Farmers Trust Company, as trustee, and Pyne. 


Cf. Deputy v. duPont. 
11 McDonald and Trust u/W of Mary Lily (Flagler) Bingham. 
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tax law are statutory matters and statutory requirements must be met, 
but the question of equitable ownership by bondholders in Alabama 
Asphaltic, Southwest Consolidated and related cases ** is more of a judicial 
concept of the underlying fact situation than difficulty with statutory 
words. Though LeTulle, Bedford and Bazley-Adams undoubtedly had 
difficult statutory words to deal with, they were basically seeking the 
substance of transactions in comparison to other transactions having cer- 
tain tax consequences. Since “earnings and profits” have such countless 
ambiguities without their judicial gloss, one tends to think of such cases 
as Wheeler (leaving out, as the Court did, the retroactive statute designed 
to settle the ambiguity), Fisher and Munter as not basically problems of 
the statutory words. Perhaps Southwest Texas, dealing with earnings 
and profits under one of the options open under the excess profits tax, 
should be considered a drafting difficulty. Certainly it would seem that 
the application of amendments on basis adjustments in Claridge Apart- 
ments should be. 

The foregoing categories comprise well over half of the opinions. In 
the remaining cases, difficulty with Congressional expression seems 
markedly more prominent. Four cases,’* other than reorganizations (and 
other than the Crane case mentioned above) sought the meaning of basis 
provisions as applied to contingent remainders and the like. Thirteen 
opinions * dealing with treatment of capital gains, limitation on loss, 
sales and exchanges, and related matters could largely have been settled 
by clearer Congressional expression. Leaving out the Dobson group of 
cases (based at least formally on a statute not theretofore fully respected), 
several of the procedural cases *° indicate faulty legislation. A Code with 





12 Palm Springs Holding Corp., Bondholders Committee (Marlborough Investment 
Company), and Cement Investors, Inc. 

13 Maguire, Gambrill, Campbell and Reynolds (Cary is treated as controlled by 
Reynolds). 

14 White, Weaver, Fairbanks, Hammel and William Flaccus Oak Leather Co. involved 
questions as to whether a particular transaction was a “sale or exchange”; McLain, the 
meaning of “retirement” in § 117(f) changing by the Revenue Act of 1934 the prior 
law so that it should be considered as an exchange; Winmill and Spreckels, the deduction 
of purchase and sale commissions on securities as ordinary expense under § 23(a) or 
as “cost” and amount realized under §§ 111 and 113 and limitations on capital losses ; 
Neuberger, “gains” in the capital loss limitations of § 23(r)(1) Revenue Act 1932 
included individual and partnership gains, and Janney, defining “aggregate income” under 
§ 51 on joint returns to permit the offset of husband and wife capital gains and losses; 
Pleasants, defining “the taxpayer’s net income” for limitations on contributions as before 
deduction of capital losses not subtracted from income but which reduced tax; Davidson, 
a problem of identifying shares in determining “cost” under § 113; and Kieselbach, 
holding sale price for purposes of capital gains did not include “interest” element of 
condemnation award. 

15 Jones v. Liberty Glass Company and Kavanaugh v. Noble involved the applicable 
statute in claims for refund of income taxes, and the question whether “overpayments” 
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the two inconsistent statutes of limitation considered in the Jones and 
Noble cases is far from perfect. Even the question of what constitutes a 
return to start the running of the statute and problems of a “first return” 
seem matters that should have had more complete statutory explanation. 
Six cases ** relating to credits against the undistributed profits tax seem 
largely due to faulty expression—two rather obviously inconsistent pro- 
visions were put into the statute side by side without indicating the appro- 
priate extent of each. Many of the remaining miscellaneous group of 
opinions ** do not primarily exhibit “word trouble’”—improper accumula- 
tion of surplus in Chicago Stock Yards Co., the proper scope of Treasury 
regulations in Wilshire Oil Company, Inc., the question whether a sale 


in § 322(b)(1) included all excess collections; Continental National Bank and Trust 
Company involved the limitations for a suit by the Government against transferee of a 
transferee (cf. H. R. 6712, Sec. 148, as to aspects of this problem still receiving legislative 
attention) ; Germantown Trust Company and Lane-Wells Company involved the existence 
of “the return” under § 275(a) as against “no return of the tax” under § 275(e), and 
“a failure to file a return” under § 276(a); and J. E. Riley Investment Company and 
Mother Lode Coalition Mines Company had the problem of “first return” within section 
114(b) (4) of the Revenue Act of 1934 allowing percentage depletion. Kehoe and Wil- 
mington Trust Company were forerunners of Dobson and Scottish American Investment 
Company, Ltd. on the weight to be attached to Tax Court conclusions under § 1141(c) (1) 
authorizing reversal when the decision is “not in accordance with law.” The other five 
cases relate to court procedure or court-made issues. Kales and Nunnally Investment 
Company involved the effect of previous judgments in suits against collectors, and also 
in the Kales case the sufficiency of an informal refund claim; R. Simpson & Co., Inc. 
the finality of Tax Court decision 25 days after denial of certiorari in the Supreme 
Court; venue under § 1141 (b)(2) where the agreement was after the three months 
permitted for review in Industrial Addition Association; and the limits of the court-made 
doctrine of recoupment in relation to statutes of limitation in Electric Storage Battery 
Company. 

16 Northwest Steel Rolling Mills, Inc. and Hercules Gasoline Company held charter 
provisions including state law restrictions on deficit corporations and preferred stock 
certificates not “written contract” within section 26(c)(1) of the Revenue Act of 1936; 
Credit Alliance Corporation allowed “amounts distributed in liquidation” under § 27(b) 
in spite of § 27(h) restriction on “any part . . . not a taxable dividend”; Ohio Leather 
Company dealt with amounts “required to be paid within the taxable year ... or to be 
irrevocably. set aside within the taxable year”; Sabine Transportation Company, Inc., 
“amounts used . . . to pay or retire indebtedness” under section 27 (a) (4) of the Revenue 
Act of 1938 for indebtedness previously allowed credit where issued to shareholders; and 
Ogilvie Hardware Company, the relief provision of section 501(a)(3) of the Revenue 
Act of 1942 dealing with “a corporation having a deficit in accumulated earnings and 
profits.” 

17 The cases not mentioned in the text are Oregon Mutual Life Insurance Company, 
permitting inclusion of disability as well as death reserves under the special taxation 
of life insurance companies under § 203(a)(2); Taft on joint returns and charitable 
deduction (related to the Janney case); two criminal cases of Spies and Johnson, the 
former construing the statutory language under § 145(b) creating the felony of “attempt 
to evade”; and Royal Indemnity Company on ineffective release of a bond by a col- 
lector and interest collectible thereon (not covered by federal statute). The oil cases are 
Anderson (Prichard), Choate, Kirby Petroleum Co., and Burton-Sutton Oil Company. 














80 TAX LAW REVIEW [Vol. 4: 


occurred and economic ownership of oil rights in several oil cases. Others, 
however, such as American Chicle Company under the foreign tax credit 
and the treatment of insurance reserves, are primarily matters of statutory 
expression. 

One may safely conclude that very substantial segments of the Court’s 
income tax business—perhaps half of its opinions—are concerned with 
statutory interpretation only in its most general sense. This is most true 
in the field of gross income and its nature, somewhat less applicable in 
deduction and reorganization cases, and least applicable to other categories 
of issues. Of course, Congress may settle by specific provisions, at least 
for the future, various issues that are now left at large; as pointed out 
below it has done so in many cases. In certain fields, however, the flexi- 
bility of the case by case development of judicial doctrine in a sort of 
common law fashion may be preferable. The cases involving real diffi- 
culties with statutory expression not infrequently relate to common and 
deceptively simple words like “home,” “property” and even “accrued.” 
The real failures in statutory expression have occurred in two classes of 
cases. In many situations a definite rule is needed regardless of which 
rule; it is not too vital as a matter of policy if the Congressional language 
would only clearly specify the rule to be followed. The second class con- 
cerns those cases in which Congress addressed itself to a particular narrow 
situation, but used unclear expression in resolving it. For example, if 
relief is to be accorded deficit corporations,** the definition of deficit 
corporations should be reasonably clear. Comment concerning lessons for 
the future in the legislative content of the Court’s opinions is made in 
Part III. 


II 


To what extent does a review of these ten years of decisions suggest 
that the public through the Congress has not been satisfied with the 
principles at least temporarily established by the Court? Perhaps the 
period covered is not a representative one in view of the many changes 
embodied in the 1942 Revenue Act. Certainly, the impression is wide- 
spread that the supposedly traditional function of Congress in closing 
taxpayer loopholes found in tax legislation and sanctioned by the courts 
has shifted. The Court has developed doctrines designed to prevent income 
from escaping tax or from escaping the high brackets of a particular tax- 
payer through income-splitting or other methods. The Congress, though 
greatly increasing the number of taxpayers, the rates, and the yield of the 
individual income tax during the pre-war and war years, has been con- 


18 See Ogilvie Hardware Company, note 16 supra. 
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cerned not so much with loopholes as with relieving the rigors of the 
progressive tax on incomes. 

It is not necessarily a reflection on the Court’s decisions that many of 
the major issues fought out before it have required different treatment in 
subsequent legislation. The Harmon case illustrates this point. Possibly 
the community property difficulty could be ascribed to the Court by reason 
of its earlier decisions.** An adequate solution, however, required Con- 
gressional action. The Court had indicated in its decision on the 1942 
estate tax amendments *° that it would give the Congress scope in reaching 
a solution, but refused to fashion a judicial elimination of the inequities. 
Though it reduces the progressivity of the income tax as applied to married 
persons, the solution in the Revenue Act of 1948 has distinct advantages 
in addition to the elimination of the community property discrimination. 
By permitting the division of earned income between husband and wife, it 
tends to equalize the burden on such income with that on investment in- 
come which had usually been divided. It also tends to relieve some of the 
income-splitting problems present in trusts, assignments, and partnerships. 

In the trust field, the Court stated new principles in the crucial Clifford 
case, and dealt with them in Wood, Hormel and Stuart. In the related 
assignment field, Horst, Eubank, Schaffner, and Sunnen were nearly as 
important landmarks, though dealing with situations less frequent than 
trusts within reach of the Clifford principles. Except by changing the 
rule of the Stuart case with respect to the taxability of trust income which 
might have been but was not used for the support of minor children,” 
Congress has not changed the rules established by the Court in these cases. 
(In one sense, however, there has been legislative action by the adoption 
of a legislative regulation * dealing with the boundaries of the application 
of the Clifford doctrine in the trust field.) Congress, however, proposes * 
to deal with the family partnership problem considered by the Court in 
the Tower and Lusthaus cases. Dissatisfaction in this connection seems 
to center on the question of the effectiveness of gifts to shift property 
ownership and tax liability in this field, and on the question of tax liabili- 
ties accrued during the years when the tax effects of a family partnership 


19 Poe v. Seaborn, 282 U.S. 101 (1930). “The rule which it fashions is the rule of 
this Court. We have the responsibility for its creation.” Douglas, dissenting in the 
Harmon case, 323 U.S. at 57. 

20 Fernandez v. Wiener, 326 U.S. 340 (1945). 

217.R.C. § 167(c) as added by Sec. 134 of the Revenue Act of 1943. 

22T.D. 5488, amended by T.D. 5567 adding Secs. 29.22(a)-21 and 29.22(a)-22 to 
Reg. 111. The Magill Committee recommended legislation covering five-year terms and 
power in the grantor to change beneficial interests. Revenue Revision, 1947-48, Income 
Tax 2, p. 13, reported Nov. 4, 1947. 

23 Revenue Revision Bill, H.R. 6712, passed by House of Representatives on June 19, 
1948, Sec. 142. . 
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were being debated, judicially and otherwise. However, the complex form 
of the present indication of Congressional reaction indicates that Congress 
does not believe the Court wrong in treating family partnerships as a 
separate category to be distinguished from other arms-length partnership 
transactions. 

In retrospect, one wonders whether we had to go through the tortured 
and tortuous process of Fitch, Fuller, Leonard, and Pearce to arrive at 
the legislative solution * taxing alimony and the income from alimony 
trusts to the recipients. However, it may be that the fine distinctions as 
to whether a husband had any remaining obligations to be discharged by 
the payment of income from an alimony trust had as much to do with 
creating a change in the law as any basic equities. This is another illustra- 
tion of the fact that in the tax field we are frequently seeking to establish 
the exact location of a line which has no basic relation to liability for tax 
or progression in the tax rate. Often the line should not exist at all; and 
proper legislation does not seek to define its location more accurately, but 
to remove it and substitute other bases of taxation. Of course, such an 
approach will necessarily involve new lines and, as in the alimony field, 
arbitrary ones. “Incident to such divorce,” “installment payments,” and 
other concepts will cause new difficulty and new litigation, but we would 
seem to be coming closer to lines bearing on.the proper tax treatment. 

The Enright case was the result of some loophole closing by Congress 
in 1934. In turn it required Congressional action ** to alleviate the 
“stacking up” of income in the decedent’s final return. Large amounts of 
income in a single year, especially when not received in cash, also played a 
part in Congressional reversal * of the Bruun case. (The single year 
issue would not have been so serious under the solution urged in M. E. 
Blatt Company.) To some extent the same factor is an element in 
Congressional dissatisfaction ** with the Smith decision on stock options, 
though obviously, additional considerations are present in connection with 
proposed postponement under defined circumstances of any tax until 
disposition of the shares. 

Proposed Congressional action * on Court Holding Company is in a 
different field—the proper function of the corporate tax and the tax 
treatment of corporate distributions. The problem is still one of the 
realization of gross income, but arises from the difficulty of choosing 
the appropriate analogy under our presently inconsistent system. If a 





24T.R.C. §§ 22(k) and 23(u) as added by Sec. 120 of the Revenue Act of 1942. 
25 Sec. 42 of the Revenue Act of 1934. 

26T.R.C. § 126 as added by Sec. 134(e) of the Revenue Act of 1942. 

27 T.R.C. § 22(b) (11) as added by Sec. 115(a) of the Revenue Act of 1942. 

28 H.R. 6712, Sec. 137. 

29 H.R. 6712, Sec. 129. 
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corporation reduces its assets to cash and distributes the cash in liquida- 
tion, one set of tax consequences follow; but if it distributes in kind, 
other tax results occur. Such disparities often create the tax difficulty 
here present—is a particular transaction “in substance” on the other side 
of the line from its form? Most would agree that it is desirable to make 
the tax consequences identical for transactions economically much alike ; 
but, apart from a thoroughgoing revision of the function of the corporate 
tax, real doubt exists as to whether the removal of corporate tax liability 
in all related cases is the sound conclusion. 

Higgins v. Commissioner, City Bank Farmers Trust Company, and 
Pyne (perhaps Deputy v. duPont should be mentioned) highlighted a 
general problem which resulted in Congressional allowance of non-business 
expenses under section 23(a)(2). This in turn necessitated decisions in 
McDonald and Bingham dealing with the new policy. Litigation and 
Congressional action are by no means over. Though the principle is sound 
that expenditures for the production of income should be allowable de- 
ductions, the looseness of that expression and the possibility that many 
living expenses qualify, cause trouble. Congress proposes *° to deal 
specifically with the problem of work clothes. 

Insolvency reorganizations, dealt with ten years too late by the Supreme 
Court, resulted in a debated provision * largely giving taxpayers their 
choice as to the past and tax-free treatment for the future. In the mean- 
time there had been ambiguous legislation relating to bankruptcy reorgani- 
zation, which came before the Court in the Claridge Apartments case. 
These problems are intertwined with those under sections 22(b) (9) and 
(10), which Congress by successive extensions has thus far avoided 
facing. 

Six decisions ** dealt with credits under the undistributed profits tax, 
including the Congressional action designed to give retroactive credit to 
deficit corporations (construed by the Court to be “local law deficit” and not 
“tax law deficit”). In a sense these cases have been dealt with by Congress 
by its change of policy concerning the system of the undistributed profits 
taxes. Many other cases dealt with issues under prior law or with issues 
that would receive different tax treatment under the current statutes. The 
question of the deductions of John Thomas Smith for sales to his wholly 
owned corporation, and the Pleasants case as to the relation of capital 
losses to the limitation on charitable deductions are but two examples. 


80 H.R. 6712, Sec. 117. 

31 T.R.C. §§ 112(b) (10), 112(1) and 113(a) (22) as added by Sec. 121 of the Revenue 
Act of 1943. This section was one of the ones criticized by the President in his strongly 
worded veto message. 

82 See note 16 supra. 
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In the procedural field, the “brave effort” ** of the Dobson, Scottish 
American Investment Company, Ltd., and related cases was of course 
the major development. Now that Congress has interred ** this particular 
solution of a real problem, perhaps legislative consideration will be given 
to other solutions. Griswold has shown the proper way to meet most, if 
not all, of the difficulty.*° 

Two other Congressional reactions in the procedural field should be 
noted. Suits against collectors are res judicata in subsequent suits with 
the United States.*® Also, decisions involving “first returns” as the dead- 
line for important elections have been modified by the Congressional policy 
away from deadlines (other than the limitation period) in making tax 
elections. The latest Congressional indication of this policy is in the 
Revenue Revision Act with respect to election of the standard deduction.*’ 


- i. 


Can any tentative conclusions be drawn from this brief summary of the 
Court’s opinions and of Congressional reaction to them? 

(A) One inference relates neither to the Court nor to Congress. The 
Government seeks to win tax cases without too much thought to whether 
a desirable rule will be established or whether it will thereafter seek to 
change the rule by legislation. The administrative offices in the executive 
branch of the Government—the Bureau, the Department of Justice, and 
those dealing with legislation in the Treasury—should make every effort 
to coordinate litigation, administrative policies, and legislation.. This need 
has become more obvious in recent years, and some progress has been 
made; but in spite of the proper diversity of view among individuals in 
that entity we call the Government, more unity of direction could be 
achieved. A real difficulty exists in deciding not to seek tax under an 
interpretation that might well win in the courts. Not only do adminis- 
trators and lawyers for the Government like to win their cases ; there may 
be doubt as to their right to fail to collect Government claims they might 
win. But the difficulties are not insuperable. Wise administration in- 
volves some elements of policy making. And in those cases where Con- 
gressional authority seems necessary, it may well be possible to obtain a 


33 Mr. Justice Frankfurter so characterized the Dobson case in his dissent in Burton- 
Sutton Oil Company v. Comm’r, 328 U.S. 25, 37 (1946). 

84T.R.C. § 1141(a), as amended by Sec. 36 of Pub. L. No. 773, 80th Cong., 2nd Sess. 
An Act to revise the Judicial Code. 

35 Griswold, The Need for a Court of Tax Appeals, 57 Harv. L. Rev. 1153 (1944). 

86 The doctrine of Nunnally Investment Co. to the contrary was changed by I.R.C. 
§ 3772(d), as added by Sec. 503 of the Revenue Act of 1942. 

87 H.R. 6712, Sec. 116. 
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limited statute in a particular field without raising for immediate debate 
every tax issue that a revenue bill might include or that any member of 
the Ways and Means Committee or any Senator may wish to propose. 

(B) The fact that such a large volume of Court decisions was second- 
guessed by Congress is more of a reflection on tax legislation than on the 
Court deciding the cases. Earlier Congressional action with respect to 
the community property muddle, taxation of alimony, or non-business 
expenses would in some degree have removed the necessity for judicial 
determination of dividing lines not desired. Though the failure to act 
until the issue had been dramatized is understandable, and though certain 
issues require a fairly long gestation period to permit the development 
and consideration of reasoned and acceptable views, nevertheless Con- 
gressional concern for the tax system might have forestalled some trouble. 

Though real solutions will be difficult to achieve, there seems con- 
siderably more hope from the development of basic legislative policies 
which undercut the difficult dividing lines that plague us than from con- 
tinued piecemeal tinkering. The fact that under the Revenue Act of 1948 
it is practically immaterial whether income and deductions are assigned 
to husband or wife has far-reaching consequences for simplification. In- 
stead of seeking a line between “tax good” and “tax bad’”’ partnerships, 
legislative energies might better be expended on the family income prob- 
lem itself. If it could be made relatively immaterial taxwise which member 
of the family owned the income or had the right to a deduction, some of 
the difficult dividing lines would become unimportant. Tax accounting 
and capital gains problems would bear a very different aspect if we were 
to move in the direction of reducing the tax differences which occur be- 
tween years and in connection with unusually large amounts of income 
in a single year. Averaging is admittedly exceedingly difficult, but pos- 
sibly the technically optional aspect of the Revenue Act of 1948 can give 
us a clue. A redraft of the reorganization provisions in a coherent (and 
possibly understandable) manner has long been desirable. The difficulties 
are so formidable that the tendency is to leave development to the courts, 
except for complex additions supplying grease when the wheel squeaks 
too badly. Even here the distinctions have less importance if the gain is 
sure to be taxed some time during the lifetime of the security holder or 
at his death and if the intended function of the corporate tax has been 
determined. 

(C) All problems cannot be avoided by changes in the system making 
present distinctions irrelevant. And of course any tax system, like any 
system of law, will have crucial dividing lines. Frequently, important 
difficulties in drawing these lines cannot accurately be foreseen; experi- 














86 TAX LAW REVIEW [Vol. 4: 


ence with the cases arising under a statute highlights its problems of 
construction. Some prompt and effective means of establishing the ap- 
propriate rule should be developed. The means should be a flexible one 
not requiring the entire cumbersome sequence of Congressional action 
on a revenue bill. Congress is not equipped to undertake the administra- 
tion and interpretation of tax laws in addition to their enactment; but it 
can forestall many developing tax issues by providing a rule at least for the 
future. Such a mechanism would be ill adapted to settle broad issues under 
section 22(a), but could surely tell us whether the limitations period is 
three or four years. In addition, if it is thought that rule-making power 
of the executive should go no farther, at least the process of final judicial 
determination should be made speedier, whether through a court of tax 
appeals or otherwise. The foregoing review of Supreme Court decisions 
makes it plain why the Court felt that a substantial part of its tax busi- 
ness should never reach its docket.- The Court has supplied a major portion 
of the tax philosophy inherent in our current ideas about gross income 
and the substance of transactions in relation to the underlying purposes 
of the progressive income tax as a whole. It should not be called upon 
to perform the further function of supplying the final judicial answer 
on every problem of statutory interpretation that may arise. 

(D) Part of the difficulties presented by the Court’s opinions could 
be met by less timidity in Treasury regulations. Though a regulation 
contrary to statutory law will be stricken down, and though the adminis- 
trators can never be sure which matters afe sufficiently ambiguous to be 
open for interpretation by regulations, it seems clear that many more 
debated issues could be settled by a clear expression in the regulations. 
Administrators should be less fearful of committing the Government ; the 
possibility of an unsatisfactory rule should not deter as complete (and 
clear) an expression as possible. The practice of retaining statutory 
ambiguities for whatever they are worth in the regulations causes much 
administrative, judicial, and subsequent legislative difficulty. If the words 
used by Congress were always plain beyond dispute and obviously in accord 
with the policy intended by Congress as applied to each situation which 
arose, the judiciary would be faced only with constitutional problems and 
with the ascertainment of the facts in the particular controversy. We 
need not worry overmuch about whether such perfect legislation is desir- 
able; in this human world the judiciary will continue to participate in 
interstitial policy-making in the tax field. However, one sometimes gets 
the impression that the Supreme Court is some kind of intermediate stage 
in the resolution of tax issues. In a sense this is true; a great many issues 
brought into sharp focus by the judicial controversy are subsequently 
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reconsidered by Congress. New rules are established for the future, and 
not infrequently tax liabilities of the past are changed. The action of the 
Court remains relevant in all cases in connection with the interpretation of 
Congressional action. It is most relevant in the broad fields dealing with 
the purposes and philosophy of the income tax statutes as a whole. 
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State Franchise Taxation Of Interstate 
Businesses 


JEROME R. HELLERSTEIN 


pos wave of political liberalism which swept this country from the first 
Roosevelt administration to the outbreak of World War II had a power- 
ful impact on the Supreme Court. The period was marked by a sympa- 
thetic reading by the Court of the Norris LaGuardia Act and the National 
Labor Relations Act, the emergence of a constitutional right of picketing 
and an increased respect for the civil rights of dissident groups, the 
sustaining of the constitutionality of the Public Utility Holding Company 
Act and the Wage-Hour Law, a growing deference to the determination 
of administrative agencies, and the development of the great milestones 
in a realistic interpretation of the federal income tax laws—the Gregory, 
Clifford, Court Holding Company, Tower and Lusthaus cases.’ In the 
field of state taxation of businesses engaged in interstate commerce, it 
was inevitable that the new realpolitik, the revaluation of the roles of 
big and small business in our economy, and the increasing reluctance of 
the Court to thwart the States in meeting modern economic conditions 
should result in broadening the power of the states to tax business carried 
on across state lines. A new cycle in the tortuous history of the taxing 
power of the states under the Commerce Clause was opened. 

The chief architect of the new juridical structure was Justice Stone. 
He swept away the traditional view that under the Commerce Clause 
interstate commerce may not be taxed at all, and erected in its place the 
multiple taxation doctrine.*? Under that doctrine, interstate businesses 
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1 For a survey of some of these developments, see 5 Law. Guitp Rev. 3 (Roosevelt 
Issue, 1945). 

2 Western Live Stock v. Bureau of Revenue, 303 U.S. 250 (1938) ; J. D. Adams Manu- 
facturing Co. v. Storen, 304 U.S. 307 (1938) ; Gwin, White & Prince, Inc. v. Henneford, 
305 U.S. 434 (1939); McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 33 
(1940). The doctrine of multiple taxation as enunciated by Justice Stone in the Western 
Live Stock case supra, which involved a gross receipts tax affecting interstate commerce, 
was as follows: 

“The vice characteristic of those [gross receipts taxes] which have been held invalid 


is that they placed on the commerce burdens of such a nature as to be capable, in point 
of substance, of being imposed ..., or added to . . . with.equal right by every State 
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were no longer immune from tax merely because the levy was imposed 
on interstate transactions or on receipts from such transactions. Instead, 
such levies were declared invalid only if the Court thought that they 
subjected interstate commerce to a risk of multiple taxation not borne by 
local commerce. The permissible area of state taxation was broadened. 
The Court gave its approval to levies on interstate businesses, which were 
apportioned by methods which the Court thought were reasonably de- 
signed to measure the state’s nexus with the receipts, income, or property 
taxed.* Apportionment thus became one of the keys to the validation of 
state taxes. At the same time, the Court narrowed the area of what 
constitutes an interstate business or transaction.‘ This was a natural 
result of measuring the interstate or local nature of activities by the yard- 
stick of multiple taxation. Unapportioned levies which the Court found 
did not subject interstate commerce to the prohibited risks of multiple 
taxation, were increasingly determined to be taxes on local incidents; 
levies which were found to run afoul the test of multiple taxation, were 
proscribed as taxes on interstate transactions.° 

In the meantime, the political climate in this country began to change. 
The New Deal reform era ended. The war necessitated an unprecedented 
surge of governmental regulation. With the termination of the war, the 


which the commerce touches, merely because interstate commerce is being done, so that 
without the protection of the commerce clause it would bear cumulative burdens not 
imposed on local commerce... . 

“Taxation measured by gross receipts from interstate commerce has been sustained 
when fairly apportioned to the commerce carried on within the taxing State... , and 
in other cases has been rejected only because the apportionment was found to be inade- 
quate or unfair. . . . Whether the tax was sustained as a fair means of measuring a local 
privilege or franchise ..., or as a method of arriving at the fair measure of a tax 
substituted for local property taxes ..., it is a practical way of laying upon the com- 
merce its share of the local tax burden without subjecting it to multiple taxation not 
borne by local commerce and to which it would be subject if gross receipts, unappor- 
tioned, could be made the measure of a tax laid in every State where the commerce is 
carried on.” (303 U.S. at 255-56). 


It should be noted that although the doctrine of multiple taxation was first explicitly 
stated in the Western Live Stock case, it had been adumbrated in Case of the State Freight 
Tax, 15 Wall. 232, 280 (1872), the very first case to invalidate a state tax under the 
interstate commerce clause. 

8 For critiques of the decisions and the new doctrine, see Powell, More Ado About 
Gross Receipts Taxes, 60 Harv. L. Rev. 501, 710 (1947) ; Dunham, Gross Receipts Taxes 
on Interstate Transactions, 47 Cov. L. Rev. 211 (1947) ; Lockhart, Gross Receipts Taxes 
on Interstate Transportation and Communication, 57 Harv. L. Rev. 40 (1943); Powell, 
New Light on Gross Receipts Taxes, 53 Harv. L. Rev. 909 (1940). 

# McGoldrick vy. Berwind-White Coal Mining Co., note 2 supra; Southern Pacific Co. v. 
Gallagher, 306 U.S. 167 (1939) ; International Harvester Co. v. Department of Treasury, 
322 U.S. 340 (1944); Coverdale v. Arkansas-Louisiana Pipe Line Co., 303 U.S. 604 
(1938). 

5 See notes 2, 3 and 4 supra. 
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intensified opposition of big business to government controls produced a 
hasty retreat toward an economy of “free enterprise.” ° 

All this ended the constitutional revolution. The law is dynamic; we 
could not stand still. A constitutional retreat set in. This reaction had its 
repercussions in the field of state taxation of interstate business. The 
ascendancy of the multiple taxation doctrine was short-lived. Justice 
Frankfurter, the liberal whose appointment brought anguished outcries 
from fearful conservatives, has led a majority of the Court to re- 
pudiate the new Commerce Clause philosophy of the Coolidge-appointed 
Justice Stone and to revert to the ancien régime." During the past two 
or three terms, the new slim majority of the Court has restored the 
doctrine that if a state tax is a levy on interstate commerce, apportion- 
ment will not save it. The issue under the current philosophy of the Court 
is not whether there is a risk of multiple taxation of interstate business. 
It is (1) whether a local or an interstate activity is being taxed, and (2) 
if the activity is deemed interstate, whether the tax is a direct levy on 
the interstate business itself or an indirect levy.® 

During the decade that the judicial pendulum swung back and forth 
between these views, the major focal point of the struggle in the Court 
had been in cases dealing with sales, use, and gross receipts taxes. The 
Court’s opinions shed little direct light on the validity of a tax imposed 
on the privilege of carrying on within a state an exclusively interstate 
business, a problem which has always been important to business con- 
ducted across state lines and one which has intrigued students of the 
Commerce Clause.’ At its last term, the Supreme Court passed on such 
a case, after holding it for six months before deciding the issue.’° 


THE IssuES IN THE MEMPHIS NATURAL Gas CASE 


The case dealt with a Mississippi franchise tax levied on Memphis 
Natural Gas Company, a Delaware corporation, which owned and operated 


6 See PAUL, TAXATION FOR Prosperity c. 17 (1947). 

™In Freeman v. Hewit, 329 U.S. 249 (1946), Justice Frankfurter repudiated the 
multiple taxation test. There had been previous rumblings of Justice Frankfurter’s 
dissatisfaction with Justice Stone’s philosophy of state taxation under the Commerce 
Clause (see Justice Frankfurter’s opinions in Northwest Airlines, Inc. v. Minnesota, 
322 U.S. 292 (1944) and McLeod v. J. E. Dilworth Co., 322 U.S. 327 (1944)), but it 
was in Freeman v. Hewit that Justice Frankfurter led the majority of the Court, which 
included Chief Justice Vinson and Justices Jackson, Reed and Burton back to the pre- 
Western Live Stock case philosophy. 

8 See note 7, supra and Joseph v. Carter & Weekes Stevedoring Co., 330 U.S. 422 
(1947). 

During the period from 1938 to the Memphis Natural Gas Co. case, the Court 
rendered some decisions which have a bearing on franchise taxation of corporations 
engaged in an exclusively interstate business. They are discussed in note 32 infra. 

10 Memphis Natural Gas Co. v. Stone, 68 Sup. Ct. 1475 (1948). 
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a pipe line and was not qualified to do business in Mississippi. Because 
it had been stipulated that the company was engaged in an exclusively 
interstate business in Mississippi,’ it was widely believed that the Court 
would be squarely faced with the issue whether a “doing business” tax can 
be imposed on a non-qualifying foreign corporation carrying on an ex- 
clusively interstate business within the State. 

The facts were these. The pipe line transported natural gas from fields 
in Louisiana through Arkansas and Mississippi to Tennessee. Approxi- 
mately 135 miles of pipe line lay within Mississippi; there were com- 
pressing stations at two points in that State. The corporation had only 
one customer in the taxing State, Mississippi Power and Light Company, 
to which it sold gas from its pipe line at wholesale, making delivery from 
several points within the State. It maintained no office in Mississippi and 
its only employees and representatives were those necessary to maintain 
the pipe line and its auxiliary appurtenances. It was stipulated that 
the corporation “has never engaged in any intrastate commerce in 
Mississippi.” ** 

The statute defines “doing business” as including “each and every act, 
power or privilege exercised in this State, as an incident to, or by virtue 
of the powers and privileges acquired by the nature of such organiza- 
tion.” ** The measure of the tax is the value of the capital used, invested 
or employed in the State and the rate is $1.50 per $1,000 of such value. 


TuHE DECISIONS 


The Mississippi Supreme Court sustained the levy against the taxpayer’s 
contention that the imposition violated the interstate Commerce Clause, 
declaring : 


It is to be seen that there is no attempt to tax interstate commerce as such, but 
the levy is an exaction which the State requires as a recompense for its pro- 
tection of lawful activities carried on in this State by the corporation, foreign 
or domestic, activities which are incidental to the powers and privileges pos- 
sessed by it by the nature of its organization—here the local activities in 
maintaining, keeping in repair, and otherwise in manning the facilities of the 
system throughout the 135 miles of its line in this State. 


By a five to four decision, accompanied by two majority opinions, one 
majority concurrence in the judgment and a dissenting opinion concurred 
in by four Justices, the Supreme Court of the United States sustained 
the tax. 


11 See the stipulation as recited by the Mississippi Supreme Court. Stone v. Memphis 
Gas Co., 201 Miss. 670, 29 So.2d 268, 269 (1947). 
1268 Sup. Ct. 1475 (1948). 
18 Miss. Cope, § 9314 (1942). 
1429 So.2d 268, 270. 
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The majority of the Court did not sweep away the long established 
dogma that a tax may not be imposed on the privilege of carrying on an 
exclusively interstate business. Justice Rutledge’s opinion alone appears 
to be based on the premise that such a levy, properly apportioned, is valid 
and, undoubtedly Justice Black’s silent concurrence reflects his frequently 
reiterated view that there is no constitutional prohibition, so long as 
Congress is silent, of a nondiscriminatory levy on the privilege of carry- 
ing on an exclusively interstate business.*° The views of the dissenting 
minority, on the other hand, expressed by Justice Frankfurter are clear 
enough—no tax may be levied on the privilege of engaging in an ex- 
clusively interstate business ; and a state court cannot preclude the Supreme 
Court from invalidating such a levy by construing it to be a tax on a local 
activity. 


THE ORIGIN OF THE DOCTRINE THAT STATE TAXES May Not BE 
IMPOSED ON THE CONDUCT OF AN EXCLUSIVELY INTERSTATE BUSINESS 


To understand the significance of Justice Reed’s opinion, we must turn 
to history. The doctrine that the states may not impose a tax on the 
conduct of an exclusively interstate business is based on the postulate that 
a state may not keep a foreign corporation engaged solely in interstate 
commerce out of its territory.** To do so would impede the free move- 
ment of goods between the states which the Commerce Clause was designed 
to safeguard. From this premise, it is an easy, although not a necessary, 
step to conclude that a state may not exact a tax as a condition precedent 
to entering a state to do business. Therefore, in the silence of Congress, 
it was held that no state may exact a levy as a condition to commencing 
business.** When the issue arose as to whether a state, without exacting 
a tax or license fee as a condition to commencing business, could impose a 
general franchise tax—applicable to foreign and domestic corporations 
and to interstate and intrastate business alike—upon a foreign corporation 
doing an exclusively interstate business, the Court held that such a levy 
likewise violated the Commerce Clause.** 


15 See Black, J. dissenting in J. D. Adams Manufacturing Co. v. Storen, 304 U.S. 307, 
321 (1938) ; Gwin, White & Prince, Inc. v. Henneford, 305 U.S. 434, 446 (1939). 

16 Crutcher v. Kentucky, 141 U.S. 47 (1891); International Textbook Co. v. Pigg 
(1910). 

17 See, e.g., Leloup v. Port of Mobile, 127 U.S. 640 (1888) ; Western Union Telegraph 
Co. v. Kansas, 216 U.S. 1 (1910). For a discussion of the development of this doctrine, 
see Powell, Indirect Encroachment on Federal Authority by the Taxing Powers of the 
State, 31 Harv. L. Rev. 572 (1918); Powell, Contemporary Commerce Clause Contro- 
versies Over State Taxation, 76 U. or Pa. L. Rev. 773, 958 (1928); Harpinc, Douste 
TAXATION OF PROPERTY AND INCOME 252 et seg. (1933) ; Comment, The Commerce Clause 
and State Franchise Taxes Affecting Interstate Commerce, 35 Itt. L. Rev. 441 (1940). 

18 Cheney Brothers Co. v. Massachusetts, 246 U.S. 147 .(1918); Alpha Portland 
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THE APPLICATION OF THE DOCTRINE 


This dogma that a state may not impose a tax on the privilege of doing 
an exclusively interstate business was given fiscal content particularly 
in decisions exempting interstate transportation and communication busi- 
nesses from license and franchise taxes.*® It was fairly easy to conclude 
that such businesses were exclusively interstate in character. In dealing 
with other types of business, the line between interstate and intrastate 
businesses was more elusive and more difficult to fix. Thus, the corpora- 
tion engaged in manufacturing in one state and in selling in others, or in 
buying in one state and selling in others, presented the greatest difficulties. 
Is solicitation of orders in a state a taxable activity which precedes the 
commerce? Is the maintenance of a sales office, the collection of accounts 
from customers, the adjustment of complaints, the maintenance of a 
local warehouse, the making of repairs, installations of products—is any 
one or a combination of these activities sufficient to make the business 
taxable? In a series of cases, the Court held that the solicitation of 
orders and the maintenance of local sales offices must be treated as a part 
of the commerce itself, but local warehouses for deliveries to customers, 
or local installations or repairs constituted taxable intrastate commerce.” 

The decisions multiplied in other areas as to what constituted local 
commerce and as to what constituted interstate commerce. Thus, an 
interstate pipe line was found to be engaged in a local business when it 
produced the electricity required for the compression of the natural gas 
flowing through the interstate pipe lines.** “The same was held true of the 
generation of electricity even though the current went directly into inter- 
state transmission lines.” These activities were therefore within the 
taxing power of the states. But the operation of a radio station whose 
programs were heard beyond the state was found to be an interstate 
activity.** And the same result was reached as to local telephone instru- 
ments used to make interstate calls.°* Likewise, the business of stevedor- 


Cement Co. v. Massachusetts, 268 U.S. 203 (1925). For a consideration of the early 
cases in this field, see Powell, Indirect Encroachment on Federal Authority by the 
Taxing Powers of the States, 31 Harv. L. Rev. 572, 721 et seq. (1918), and State Income 
Taxes and the Commerce Clause, 31 Yate L. J. 799 (1922). 

19 See Lockhart, op. cit. supra note 3. 

20 See note 18 supra. 

21 Coverdale v. Arkansas-Louisiana Pipe Line Co., 303 U.S. 604 (1938). 

22 Utah Power & Light Co. v. Pfost, 286 U.S. 165 (1932). 

23 Fisher’s Blend Station, Inc. v. State Tax Commission, 297 U.S. 650 (1936). Com- 
pare the recent decisions of the New Mexico Supreme Court in Albuquerque Broadcasting 
Co. v. Bureau of Revenue, 184 P.2d 416 (1947) and Carlsbad Broadcasting Co., 184 
P.2d 434 (1947). 

24 Cooney v. Mountain States Telephone & Telegraph Co., 294 U.S. 384 (1935). 
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ing ships engaged in interstate commerce was held to be an interstate 
activity.* These activities were therefore beyond the taxing powers of 
the states. 

It followed from the Court’s philosophy that minor and inconsequential 
activities of an intrastate character resulted in taxability of the entire 
business done within the state. For the Court held that if the state found 
an intrastate activity which it could make the subject of the tax, there 
was nothing to prevent the state from including in the measure of the 
tax receipts, income or capital employed not only in local commerce but 
in interstate commerce conducted from within the state.” 

These developments revealed the economic unreality of the Court’s 
entire approach to the problem. For if it was essential, in order to prevent 
tax barriers to interstate trade, in order to avoid the Balkanization of the 
nation, to strike down the taxing power of the states by preventing local 
taxation of interstate business, it appeared ludicrous to permit all a 
corporation’s interstate shipments into a state to be taxed merely because 
it did a small amount of local repairs or servicing, or because it occasionally 
traded in its products locally or made some deliveries from a local ware- 
house. If it was imperative to protect interstate transactions against the 
encroachment of local levies, the Court might have limited the measure of 
taxation of interstate businesses carrying on some local activities to the 
receipts derived from those activities, or the property employed in carry- 
ing them on. Increasingly, it became apparent that the Court was the 
prisoner of a piece of conceptualism, the victim of a doctrine which had 
little bearing on the economic facts of life or the revenue needs of the 
states. In the meantime, the states’ revenues suffered and local business- 
men were discriminated against by the immunity of their larger and more 
powerful competitors from numerous state levies. 


THE MULTIPLE TAXATION DOCTRINE 


When Justice Stone in 1938 enunciated the multiple taxation doctrine 
and obtained acceptance of his view by the majority of the Court, the 
states saw new hope of applying their franchise taxes to large nation-wide 
companies which ship their products across state lines. For the dogma 
that the states may not tax the privilege of engaging in an exclusively 
interstate business, does not fit into the pattern of the multiple taxation 
doctrine. The heart of that doctrine is the view that a state tax will be 


25 Puget Sound Stevedoring Co. v. State Tax Commission, 302 U.S. 90 (1937); 
Joseph v. Carter & Weekes Stevedoring Co., 330 U.S. 422 (1947). 

26 International Shoe Co. v. Shartel, 279 U.S. 429 (1929); Hump Hairpin Manufac- 
turing Co. v. Emmerson, 258 U.S. 290 (1922); International Harvester Co. v. Evatt, 
329 U.S. 416 (1947). 
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invalidated if by reason of the interstate nature of the business the same 
activities or receipts or income may be taxed in more than one state, in 
consequence of which interstate businesses may be subjected to levies to 
which local businesses are not subject. The states can avoid this danger 
to interstate business through a properly apportioned levy. Each state 
obtains only a share of a full tax on an interstate business. Local business 
and interstate business are, broadly speaking, in the same tax position. 
Therefore, as Justice Rutledge, unlike Justice Stone, the author of the 
doctrine, appears to have concluded, the multiple taxation test required 
the interment of the view that the states may not tax the privilege of 
carrying on an exclusively interstate business.” 





27In developing the multiple taxation doctrine, Justice Stone did not repudiate the 
doctrine that taxes may not be imposed on the privilege of engaging in an exclusively 
interstate business. Thus, in McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 
33, 48 (1940), Justice Stone enumerated among the levies which “may, if permitted 
at all, so readily be made the instrument “of impeding or destroying interstate commerce 
as plainly to call for their condemnation as forbidden regulations” those which “impose 
a levy for the privilege of doing it [interstate commerce].” Justice Douglas, who 
embraced the doctrine, has recently repeated the same view. See Joseph v. Carter & 
Weekes Stevedoring Co., 330 U.S. 422, 442 (1947). Justice Rutledge, however, who has, 
in a series of notable opinions, greatly refined and improved the doctrine as advanced by 
Justice Stone, has not repeated this statement (although he did concur in Justice 
Douglas’ dissent in Joseph v. Carter & Weekes Stevedoring Co., supra). Thus, in his 
opinion written to voice his concurrence in International Harvester Co. v. Department of 
Treasury, note 4 supra, and General Trading Co. v. State Tax Commission, 322 U.S. 
335 (1944), and his dissent from McLeod v. J. E. Dilworth Co., 322 U.S. 349 (1944)—an 
opinion which takes its place alongside Justice Stone’s opinion in the Western Live Stock 
case and Justice Black’s dissent in the J. D. Adams Manufacturing Co. case as the out- 
standing contributions in recent times to the judicial thinking in the Commerce Clause 
state tax cases—Justice Rutledge abstained from embodying in his formulation any 
reference to the invalidity of taxes on the privilege of doing an exclusively interstate 
business. Instead, he stated his views as follows: 


“The long history of this problem boils down in general statement to the formula that 
the states, by virtue of the force of the commerce clause, may not unduly burden inter- 
state commerce. This resolves itself into various corollary formulations. One is that a 
state may not single out interstate commerce for special tax burden. McGoldrick v. 
Berwind-White Coal Mining Co., 309 U.S. 33, 55-56. Nor may it discriminate against 
interstate commerce and in favor of its local trade. Welton v. Missouri, 91 U.S. at 275; 
Guy v. Baltimore, 100 U.S. 434; Voight v. Wright, 141 U.S. 62. Again, the state may 
not impose cumulative burdens upon interstate trade or commerce. Gwin, White & 
Prince v. Henneford, 305 U.S. 434; Adams Mfg. Co. v. Storen, 304 U.S. 307. Thus, the 
state may not impose certain taxes on interstate commerce, its incidents or instrumentali- 
ties, which are no more in amount or burden than it places on its local business, not 
because this of itself is discriminatory, cumulative or special or would violate due process, 
but because other states also may have the right constitutionally, apart from the commerce 
clause, to tax the same thing and either the actuality or the risk of their doing so makes 
the total burden cumulative, discriminatory or special.” (322 U.S. at 358.) 


Again in his carefully considered concurring opinion in Freeman v. Hewit, Justice 
Rutledge made no reference to the invalidity of a tax on the privilege of engaging in an 
exclusively interstate business. Finally, Justice Rutledge’s concurring opinion in the 
Memphis Natural Gas case, discussed in the text infra, appears to adopt the view that a 
tax on the privilege of carrying on an exclusively interstate business is valid, provided 
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THE WEstT PUBLISHING CoMPANY CASE 


In recent years the state taxing authorities had obtained considerable 
support for a new approach to franchise taxes on interstate business from 
the circuit courts of appeal and from state courts.** The most recent of 
these cases was West Publishing Company v. McColgan, which dealt 
with the law book publishing house, a Minnesota corporation.” The 
company shipped books and other publications into California pursuant 
to orders taken by its salesmen, who devoted their full time to the job in 


it is properly apportioned to the events taking place or the property located within 
the taxing state. See also Memphis Natural Gas Co. v. Stone, 68 Sup. Ct. 1475 at 
1483-1484. 

For a statement of Justice Rutledge’s philosophy of the Commerce Clause, see RUTLEDGE, 
A DectaraTion oF Lecat Fait 72, 73 (1947), in which Justice Rutledge referred to 
the Commerce Clause as “a chapter in democratic living.” He wrote: 

“The commerce clause has been by no means perfect in its application and adminis- 
tration. Some large blunders there have been; others no doubt will be. But on the 
whole the clause has accomplished its great objective. From the disunited states of 1786, 
which interstate trade barriers had created, has grown the United States of 1946. No 
small part of that growth has been due to the effects of the commerce clause and its 
administration. Perhaps no other constitutional provision has played a greater part. 

“That part must continue if the nation would remain great and democratic. A balkan- 
ized America today would be vulnerable to attack from without and would be unequal 
to maintaining our people within. Our dream comprehends something more than a 
subsistence level of living. For tomorrow as for yesterday, it can be realized only 
by giving the commerce clause its originally intended application.” 


28 See Stone v. Interstate Natural Gas Co., 103 F.2d 544 (C.C.A.5th 1939), aff'd with- 
out opinion, 308 U.S. 522 (1939) (the Circuit Court of Appeals interpreted the statute 
as meaning that the filing by the taxpayer of its corporate charter with the Secretary 
of State and the designation of an agent for the service of process resulted in a grant 
to it by the state of authority to carry on an intrastate business; in fact, the taxpayer 
carried on an exclusively interstate pipe line operation). 

In Spector Motor Service, Inc. v. McLaughlin, 323 U.S. 101 (1944), the Supreme 
Court was confronted with a decision of the Circuit Court of Appeals for the Second 
Circuit upholding a Connecticut franchise tax as applied to an interstate trucker, 
which had filed its certificate of incorporation in Connecticut and had designated an 
agent for the service of process. (139 F.2d 809 (1944)) It was not, however, authorized 
by the state to engage in intrastate trucking, nor had it carried on any such business. 
In a strong opinion, Circuit Judge Clark, with Frank, J. concurring and relying on 
“the broad trends in favor of the state-taxing power shown of late by the present 
Court,” upheld the tax. Judge Learned Hand dissented. Judge Clark took the position 
that a non-discriminatory franchise tax on an interstate business, measured by the income 
fairly attributable to interstate business, is not prohibited by the Commerce Clause. 
The Supreme Court did not pass on the merits of the case because the Connecticut 
state courts had not authoritatively decided whether this tax applied to the petitioner. 
The Court reversed and remanded the decision, directing that the case be held in abeyance 
until the state courts interpreted the statute. The Connecticut Supreme Court of Errors 
has recently held that its statute applies to the taxpayer and that it is valid (Spector 
Motor Service, Inc. v. Walsh, — Conn. —, CCH Conn. State Tax Serv. [15-022 
(1948)). It appears likely, therefore, that the case will again be before the Supreme 
Court shortly. 

29 West Publishing Co. v. McColgan, 166 P.2d 861 (1946), aff'd per curiam, 328 U.S. 
823 (1946). 
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California. These employees had space in lawyers’ offices in exchange for 
their use of books stored there, but the offices were advertised as those of 
the publishing company. The California employees were authorized to 
and did receive payments on orders, collect delinquent accounts and make 
adjustments in case of complaints by customers. 

The State of California, faced by the decisions holding that a state 
may not exact a tax for the privilege of doing an exclusively interstate 
business, sought to skin the cat in a different way. It therefore imposed 
an “income tax” on corporations not subject to its franchise tax. It made 
net income the subject as well as the measure of its “Corporation Income 
‘Tax’’; net income was also the measure of its franchise tax. It limited 
the measure of the tax to income from California sources, which was 
applied as meaning income from sales of books and periodicals delivered 
in California. 

The California Supreme Court sustained the assessment, holding that 
“a tax on net income from interstate commerce, as distinguished from a 
tax on the privilege of engaging in interstate commerce, does not conflict 
with the commerce clause.” *° The Supreme Court of the United States 
unanimously affirmed this decision and handed down a baffling per curiam 
opinion.** The only clues to the reasons for the affirmance were four 
cases cited in the opinion. The cases cited gave some ground for the 
speculation that the Court might uphold a net income tax on an ex- 
clusively interstate business.** In its recent opinions, the Court had con- 


30166 P.2d 861 at 863. . 

31 See note 28 supra. 

32 The cases cited were United States Glue Co. v. Town of Oak Creek, 247 U.S. 321 
(1918) ; Interstate Busses Corp. v. Blodgett, 276 U.S. 245 (1928); Memphis Natural 
Gas Co. v. Beeler, 315 U.S. 649 (1942) and International Shoe Co. v. Washington, 326 
U.S. 310 (1945). 

In United States Glue Co. v. Town of Oak Creek, the Court upheld a net income 
tax as applied to the income of a domestic corporation doing a local business in the 
state but including in its receipts the net income from interstate sales. This case has 
often been cited for the holding that a tax on net income from interstate business is 
valid, and it had been heavily relied on by the California Court. 

Memphis Natural Gas Co. v. Beeler dealt with the very taxpayer before the Court 
in the case under discussion. Tennessee sought to impose a tax on the pipe line. The 
corporation was qualified to do business in Tennessee and managed its business from 
that state, which the Court determined was its commercial domicile. The Court also 
found that the pipe line was engaged. in a joint venture with a local gas company in 
Memphis, which constituted a local business. It sustained the Tennessee net earnings 
tax, which the Court described as an annual excise tax on corporations doing business 
in the state, measured by the preceding year’s profits from such business. Chief Justice 
Stone thereupon added the following statement: 

“In any case, even if taxpayer’s business were wholly interstate commerce, a non- 


discriminatory tax by Tennessee upon the net income of a foreign corporation having 
a commercial domicile there, cf. Wheeling Steel Corp. v. Fox, supra, or upon net income 


























TATE FRANCHISE TAXATION OF INTERSTATE BUSINESSES 5 
1948 STATE E re) 10 


demned “direct” taxes on interstate commerce while conceding the 
validity of “indirect” taxes on the commerce.** This suggests that the 
Court may be reviving the distinction drawn in some of the early cases 
between taxes measured by gross income—as direct taxes—and taxes 
measured by net income—as indirect taxes.** On the other hand, the 


derived from within the state, Shaffer v. Carter, 252 U.S. 37, 57; Wisconsin v. Minne- 
sota Mining Co., 311 U.S. 452; cf. New York ex rel. Cohn v. Graves, 300 U.S. 308, is 
not prohibited by the commerce clause on which alone taxpayer relies. U. S. Glue Co. v. 
Oak Creek, 247 U.S. 321; Underwood Typewriter Co. vy. Chamberlain, 254 U.S. 113, 
119-20; cf. Bass, Ratcliff & Gretton, Ltd. v. Tax Comm’n, 266 U.S. 271; Western Live 
Stock v. Bureau, 303 U.S. 250, 255. There is no contention or showing here that the 
tax assessed is not upon net earnings justly attributable to Tennessee. Underwood Type- 
writer Co. v. Chamberlain, supra; cf. Bass, Ratcliff & Gretton, Ltd. v. Tax Comm’n, 
supra; Butler Bros. vy. McColgan, ante, p. 501. It does not appear that upon any theory 
the tax can be deemed to infringe the commerce clause.” (315 U.S. at 656-657.) 


In International Shoe Co. v. State of Washington, the Court sustained an unemploy- 
ment tax on a foreign corporation based on the compensation paid to resident salesmen 
who resided in Washington and carried on their ermployer’s business in that state. This 
case presented no Commerce Clause hurdle because Congress had explicitly authorized 
such taxation. The principal issue in the case was whether service of process on the 
foreign corporation through service on its resident agents was adequate. The service 
was sustained. During the course of the opinion, however, Chief Justice Stone used 
the following language: 


“Appellant having rendered itself amenable to suit upon obligations arising out of the 
activities of its salesmen in Washington, the state may maintain the present suit in 
personam to collect the tax laid upon the exercise of the privilege of employing apellant’s 
salesmen within the state. For Washington has made one of those activities, which taken 
together establish appellant’s ‘presence’ there for purposes of suit, the taxable event 
by which the state brings appellant within the reach of its taxing power. The state thus 
has constitutional power to lay the tax and to subject appellant to a suit to recover it. 
The activities which establish its ‘presence’ subject it alike to taxation by the state and 
to suit to recover the tax.” (326 U.S. at 321.) 


33 Freeman v. Hewit, 329 U.S. 249 (1946). 

84In United States Glue Co. v. Town of Oak Creek, 247 U.S. 321 (1918), discussed 
in note 32 supra, the Court distinguished Crew Levick Co. v. Pennsylvania, 245 U.S. 292 
(1917), in which a state tax measured by gross receipts from sales of goods was invali- 
dated as applied to sales of goods in foreign commerce. Justice Pitney, in sustaining the 
net income tax in the case before him, declared: 


“The distinction between a direct and an indirect burden by way of tax or duty was 
developed [in the earlier cases], and it was shown that an income tax laid generally 
on net incomes, not on income from exportation because of its source or in the way of 
discrimination, but just as it was laid on other income, and affecting only the net 
receipts from exportation after all expenses were paid and losses adjusted and the 
recipient of the income was free to use it as he chose, was only an indirect burden. 

“The difference in effect between a tax measured by gross receipts and one measured 
by net income, recognized by our decisions, is manifest and substantial, and it affords 
a convenient and workable basis of distinction between a direct and immediate burden 
upon the business ‘affected and a charge that is only indirect and incidental. A tax 
upon he receipts affects each transaction in proportion to its magnitude and irrespec- 
tive of whether it is profitable or otherwise. Conceivably it may be sufficient to make 
the difference between profit and loss, or to so diminish the profit as to impede or 
discourage the conduct of the commerce. A tax upon the net profits has not the same 
deterrent effect, since it does not arise at all unless a gain is shown over and above 
expenses and losses, and the tax cannot be heavy unless the profits are large. Such a 
tax, when imposed upon net incomes from whatever source arising, is but a method of 
distributing the cost of government, like a tax upon property, or upon franchises treated 
as property; and if there be no discrimination against interstate commerce, either in 
the admeasurement of the tax or in the means adopted for enforcing it, it constitutes one 
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per curiam affirmance in the West Publishing Company case also gave 
rise to the view that the Court may have come to the conclusion that 
the regular and continuous solicitation of orders within a state by em- 
ployees carrying on their work within a state is a taxable local activity, 
to be disjoined from the filling of the orders taken by shipment across 
state lines. 





THE PLURALITY OPINION 


It was upon this background that the Court handed down its decision 
in the Memphis Natural Gas case. Justice Reed wrote the prevailing 
opinion, which was concurred in only by Justices Douglas and Murphy. 
The opinion attempts to be all things to all men. It embodies virtually 
all the doctrines which have been utilized to sustain a state tax against 
attack, except for Justice Black’s view that non-discriminatory taxes on 
interstate businesses are valid. In consequence, it is one of the least 
palatable concoctions which the Court has served us for some time in the 
area of state taxation of interstate commerce. 

Justice Reed accepts the state court’s construction of the statute as 
“an exaction . . . aS a recompense for . . . protection of . . . and the 
local activities in maintaining, keeping in repair, and otherwise in man- 
ning the facilities of the system throughout the 135 miles of its line in 
this state.” The Court regards itself as bound by this construction and 
dismisses as “idle” the suggestion that the tax is on “the privilege of 
engaging in interstate business.” 

This conclusion that the statute is to be construed as a levy on “local 
activities’ does not dispose of the case. It merely disposes of the argu- 
ment that this is a tax on the “privilege of doing interstate business in the 
State,” which Justice Reed concedes the states may not impose. It is not 
enough, in the Court’s view, in order to uphold the levy, to find any 
“local incident” to which to attach a tax for there “are always corivenient 
local incidents in every interstate operation.” *° If such were the rule, 
every interstate business would be subject to franchise tax. In searching 
for an instrument by which to demark separate local activities which fall 
within the state’s taxing power from local activities which are beyond 
the state’s taxing power, a formidable obstacle which the Court had to 
of the ordinary and general burdens of government, from which persons and corpora- 


tions otherwise subject to the jurisdiction of the States are not exempted by the Federal 
Constitution because they happen to be engaged in commerce among the States.” 


3568 Sup. Ct. at 1478. In discussing the “nice distinctions’ which he was drawing, 
Justice Reed pointed out that “where the corporations carry on a local activity sufficiently 
separate from the interstate commerce state taxes may be validly laid, even though the 
exaction from the business of the taxpayer is precisely the same as though the tax had 
been levied upon the interstate business itself.” This statement emphasizes the divorce- 
ment of constitutional theory from economic realities ; 
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overcome was the fact that the activities selected for taxation were 
essential to the operation of the interstate pipe line. The Court faced this 
issue squarely and held that the fact that an activity is essential to the 
conduct of an interstate business, does not preclude its taxation as a local 
activity. It has long been established that property used in and essential 
to the operation of exclusively interstate railroads and other forms of 
transportation may be subject to ad valorem property taxation.** The 
Court relied on these cases in ruling that essentiality to interstate commerce 
does not preclude state taxation. 

This view of Justice Reed serves to blur a basic distinction which has 
long existed in the field of state taxation of activities and property in 
interstate commerce. It is the distinction between a property tax and an 
excise tax. And there is a significant reason for the distinction. Property 
taxes do not lend themselves to duplication of tax by the various states. 
The Due Process Clause, interpreted by the Court as a bar to extra- 
territorial taxation, prevents the states from taxing property outside their 
borders.** Therefore, regardless of the impact of the Commerce Clause, 
State A may not tax the property of an interstate business located in 
State B. True, there are complications in determining the amount of 
property located in a state, especially where intangibles or rolling stock 
are involved. But allocation formulae and the fictions of “situs,” “business 
situs” and “commercial domicile,” have been developed as practicable 
methods of determining the amount of property located in a state.** When 
dealing with an excise tax on an activity, however, the Courts have tended 
to invalidate levies which they found were imposed on an essential part 
of an interstate activity and to validate the taxes only if they found them 
“sufficiently disjoined from the commerce.” *° They largely assumed that 
a tax could not be levied on the conduct of a feature of a business which 
was essential to the commerce, and engaged in the elusive search for the 
beginning and the end of the commerce and for a divining rod which 


86 Pullman’s Palace Car Co. v. Pennsylvania, 141 U.S. 18 (1891). 

87 Union Refrigerator Transit Company v. Kentucky, 199 U.S. 194 (1905). As the 
Court pointed out, the case presented no problem of due process of law, inasmuch as 
the activities taxed and the property included in the measure of the tax were in Mis- 
sissippi. Many of the cases decided under the Commerce Clause have in fact presented 
problems of extra-territorial taxation, which are essentially due process questions. 
Mr. Justice Rutledge has done much to illuminate the interrelationship of the Due Process 
and Commerce Clauses. See Justice Rutledge’s opinion in McLeod v. J. E. Dilworth Co., 
322 U.S. 349 (1944). 

38 See New Orleans v. Stempel, 175 U.S. 309 (1899); Wheeling Corp. v. Fox, 298 
U.S. 193 (1936) ; Curry v. McCanless, 307 U.S. 357, 367-368 (1939). Compare the “home 
port” doctrine as a basis for an unapportioned property tax on a fleet of airplanes 
used in interstate transportation, developed in Northwest Airlines, Inc. v. Minnesota, 322 
U.S. 292 (1944). See also Powell, Business Situs of Tax Credits, 28 Va. L. Q. 89 (1922). 

39 Joseph v. Carter & Weekes Stevedoring Co., 330 U.S. 422, 429 (1947). 
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would ferret out local incidents sufficiently disjoined from the commerce.*° 
Justice Reed has now pushed the doctrine on to a new level by determining 
that an activity essential to the interstate commerce may be the subject 
of a state tax. In reaching this conclusion, Justice Reed utilizes the 
multiple taxation doctrine, for he declares that the “incident selected 
should be one that does not lend itself to repeated exactions in other 
states.” ** He also points out that the tax “is measured by a proportion of 
the capital employed within the state” and that it “cannot be duplicated 
in other states.” ** The opinion concludes that the events taxed are “apart 
from the flow of Commerce.” * 

Thus, Justice Reed finally pulls the opinion back to the fundamentals 
which Justice Stone had emphasized in developing the multiple taxation 
doctrine. If the Constitution protects against the risk of multiple taxation 
not borne by local businesses, then there is nothing objectionable about a 
tax on an activity essential to interstate commerce, provided it is suf- 
ficiently localized or the measure of the tax is apportioned in such a 
manner that the multiple tax risk is avoided.“ 





THE CONCURRING OPINION 


Justice Rutledge concurred in the judgment sustaining the levy on the 
ground that it was a non-discriminatory tax properly apportioned to 


40 Joseph v. Carter & Weekes Stevedoring Co., 330 U.S. 422 (1947); Independent 
Warehouses, Inc. v. Scheele, 331 U.S. 70 (1947). , 

4168 Sup. Ct. 1482. 

42 Jd. 

43 Jd. at 1483. Justice Reed makes a significant point in drawing a distinction between 
state taxation and state regulatory measures affecting interstate commerce. He declares 
that in dealing with taxes, national uniformity is not necessary in order to protect 
the commerce from the type of impediments which diversity of state regulation would 
bring. Therefore, in the tax cases different considerations apply for it “is no longer 
a question of actual interruption of the operation of commerce.” 68 Sup. Ct. at 1483. 

44JIn deciding the case, the Court was faced with an earlier interstate pipe line 
case in which it had indicated that the type of activities here taxed were beyond the 
power of the states. In the earlier case, Ozark Pipe Line Corp. v. Monier, 266 U.S. 
555 (1925), the Court had said: 

“The business actually carried on by appellant was exclusively in interstate com- 
merce. The maintenance of an office, the purchase of supplies, employment of labor, 
maintenance and operation of telephone and telegraph lines and automobiles, and appel- 
lant’s other ‘acts within the State, were all exclusively in furtherance of its interstate 
business; and the property itself, however extensive or of whatever character, was 
likewise devoted only to that end. They were the means and instrumentalities by which 


that business was done and in no proper sense constituted, or contributed to, the doing of a 
local business.” (266 U.S. at 565.) 


Justice Reed overruled this view for he declared: 


“If it was intended to say that such in-the-state activities as there described could not 
be taxed we disagree with that conclusion.” (68 Sup. Ct. at 1482) 
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activities, carried on and property located in Mississippi and, accordingly, 
satisfied the requirements of the multiple taxation test. The levy on these 
activities and on this property cannot be imposed by any other state. He 
declared : *° 


It may be that for the purposes of this case there is little more than a verbal 
difference in so regarding the tax and in looking at it as one not ‘upon’ the 
commerce, although affecting it, but as being laid upon ‘incidents of the 
commerce’ or ‘taxable events’ taking place in Mississippi which are regarded 
as being ‘sufficiently separate from’ the commerce, whether by reason of the 
apportionment or otherwise, to sustain the tax. To the extent that no greater 
difference is presently involved, I accept the Court’s conclusions and its 
reasoning. 

But the difference conceivably may be of large, indeed of controlling, im- 
portance for other cases. And, so far as this may be true, I am unable to 
revert to rationalizations which make merely verbal formulae without reflec- 
tion of differences in substantive effects controlling in these matters. 

. I do not think that the local activities for the protection of which the 
Mississippi tax purports in terms to be laid become separate from the inter- 
state business which petitioner conducts in Mississippi, either by reason of the 
apportionment or otherwise. But they are incidents of carrying on that busi- 
ness taking place in Mississippi and only there, for which Mississippi affords 
protection received from no other state or the United States. Nor can any 
other state give that protection. For that portion of the business and the pro- 
tection given it, I think the state is entitled to levy such a tax as has been 
placed here. Nothing in the commerce clause or its great purposes forbids 
such an exaction. . . .*° 


THE DISSENT 


Mr. Justice Frankfurter wrote the dissenting opinion, in which Chief 
Justice Vinson and Justices Jackson and Burton concurred. The crux of 
the dissenting opinion is that Mississippi has imposed a levy on the 
privilege of doing an exclusively interstate business and that such a levy 
violates the Commerce Clause. In reaching this conclusion the minority 
conceded that “the construction of a statute is for the State court.” ** But 
it went on to declare: 


But the construction of the statute which this Court now attributes to the 
State Supreme Court whereby the tax is imposed not for any ‘local incidents’— 
because these have already been fully taxed—makes clear beyond peradventure 
that it is a tax on the privilege of engaging in the doing of interstate business 


4568 Sup. Ct. at 1483. 

46 Jd. at 1484. Mr. Justice Rutledge pointed out that the tax does not violate the 
Due Process Clause, since the activities and property taxed do not reach beyond the 
state’s borders. He relied on the case of Central Greyhound Lines v. Mealey, 334 
U.S. —, 68 Sup. Ct. 1260 (1948), decided at the same term of Court. 

47 68 ‘Sup. Ct. at 1487. 
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within the State, and such a tax is, of course, invalid under the Commerce 


Clause. 
It is a novel abdication of this Court’s function that we are bound by a 
State court’s views of the constitutional significance of a State tax on inter- 


state business. . . .*8 





In this view of the Supreme Court’s constitutional functions, Justice 
Frankfurter’s assertion that the Court is not bound by a state court’s 
views as to the constitutional significance of a local levy is unassailable.* 


ActTIviTies EssENTIAL TO INTERSTATE COMMERCE WHICH ARE “APART 
FROM THE FLOW OF COMMERCE” 


In attempting to assay Justice Reed’s opinion, we appear to be faced 
at the outset with an affirmation of a premise in one breath which is 
negated in the next. The Court concedes, as did the state itself, that 
Memphis Natural Gas Company was “engaged solely in interstate com- 
merce.” Yet, it concludes that its activities in Mississippi in maintaining 
and operating its pipe lines, which are essential to its interstate commerce, 
are sufficiently local in character to warrant a state franchise tax. If a 
corporation is engaged solely in interstate commerce, all its activities 
would appear to be “interstate” in character, unless they are not a part of 
the corporation’s “commerce.” Else, it is hard to see how the corporation 
can be engaged solely in interstate commerce. Now, it is possible, if one 
desires, to restrict “commerce’”’ to the flow of the gas to the customer or 
to the delivery of goods in a sales case, and to divorce the maintenance 
of the property from the commerce. But the courts have not construed 
“commerce” so narrowly. Generally, all the activities attendant upon the 
delivery or transportation across state lines have been regarded as a part 
of the commerce.” If, therefore, the maintenance of the pipe line is a 


48 Id. 
49 St. Louis Compress Co. v. State of Arkansas, 260 U.S. 346 (1922); Hanover 


Insurance Co. v. Harding, 272 U.S. 494 (1926); Richfield Oil Corp. v. State Board of 
Equalization, 329 U.S. 69, 84 (1946). The minority also relied on a stipulation filed 
in the Court below in which the parties had agreed that the taxpayer “obtains no 
protection from the State of Mississippi and acquires no powers or privileges in its 
interstate activity other than the protection afforded your Petitioner by virtue of the 
payment of an ad valorem tax on the property used by the Company wholly in interstate 
commerce.” They contended that by reason of the stipulation, all activities carried on 
and all protection granted are compensated for through the local ad valorem taxes. 
Therefore, the minority held that the only basis for the franchise levy was the conduct 
of an exclusively interstate business. The majority’s answer to this point was that 
Mississippi could, if it chose, tax the local protection afforded to the corporation twice, 
once through the ad valorem tax and a second time through the franchise tax. (68 Sup. 
Ct. at 1477.) 

50 Cheney Brothers Co. v. Massachusetts, 246 U.S. 147 (1918) ; McCall v. California, 
136 U.S. 104 (1890) ; Norfolk & Western Rd. Co. v. Pennsylvania, 136 U.S. 114 (1890). 




















1948] | STATE FRANCHISE TAXATION OF INTERSTATE BUSINESSES 111 


part of the “commerce” in natural gas, it is likewise a part of the “inter- 
state” commerce carried on by the taxpayer, for, as the Court found and 
the parties agreed, the corporation was engaged solely in interstate com- 
merce. “Solely in interstate commerce” must encompass all the taxpayer’s 
activities in commerce. ; 

Therefore, Justice Reed is not distinguishing between activities which 
are a part of interstate commerce and activities which are a part of intra- 
state commerce. Instead, he has progressed in his constitutional thinking 
to a point where he is prepared to sustain state taxation of “local activities” 
which are a part of interstate commerce. The term “local” is now given 
a new content. No longer does it refer merely to an event which takes 
place before the interstate commerce begins, or after it has ended; it now 
also encompasses activities which are a part of and essential to interstate 
commerce. 

How does Justice Reed separate out activities which, though a part of 
interstate commerce, are sufficiently local in character as to warrant taxa- 
tion by the states? His yardstick is this: the activities, although essential 
to the commerce, must be “apart from the flow of commerce.” ™ This 
introduces a new verbalization of the test of valid state taxes into our 
constitutional doctrine. Taxes may be levied on activities which are 
essential to interstate commerce and which are carried on in furtherance 
of interstate commerce, provided they are sufficiently local in character 
so as to be “apart from the flow of commerce.” 

Justice Reed has good cause for regarding Justice Frankfurter as un- 
grateful for failing to embrace his opinion with enthusiasm. For Justice 
Frankfurter is the modern archeologist who resurrected out of the past 
the foundation for Justice Reed’s view. The opinion in the Memphis 
Natural Gas case gives content to the distinction championed by Justice 
Frankfurter in recent opinions between “direct’”’ taxes on interstate com- 
merce and “indirect” taxes °*—a distinction which was doubtless a major 
factor in causing Justice Douglas to remark bitterly that Freeman v. 
Hewit “marked the end of one cycle under the Commerce Clause and the 
beginning of another.” * For Justice Reed is in effect saying that just as 
taxes on property used in interstate commerce are sufficiently divorced 
from the “very process of commerce” to be valid, just as taxes measured 
on net income from the commerce may be upheld where taxes on gross 
income will be struck down, so taxes on local activities, albeit essential 
to the commerce, are sufficiently disjoined from a levy on the “very 
freedom of commercial flow” as to be indirect levies which do not lay 
an unreasonable burden on the commerce. 
~ 8168 Sup. Ct. at 1483. 


52 See Freeman v. Hewit, 329 U.S. 249, 257 (1946). ; 
58 See dissent in Joseph v. Carter & Weekes Stevedoring Co., 330 U.S. 422, 444 (1947). 
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THE STATE OF THE LAW 


Let us take inventory as to where this decision—with no opinion con- 
curred in by a majority of the Court—leaves us in the case of corporations 
carrying on an exclusively interstate business. The states may not exact 
a tax or license fee as a condition precedent to the entry of a foreign 
corporation into the state for the purpose of doing an exclusively inter- 
state business. In addition, a legislature which frankly declares that it is 
imposing a tax on the doing of business and a state court which construes 
the statute as being a levy on the conduct of an interstate business may 
expect the tax to be invalidated by the Supreme Court. That much seems 
clear, for Justice Reed repeated the dogma that the states may not tax the 
privilege of doing an exclusively interstate business. This dogma, how- 
ever, has lost most of its force, for Justice Reed emasculated it by holding 
that a tax on maintaining, keeping in repair, and manning property used 
in, and essential to an exclusively interstate business, is not a tax on the 
privilege of engaging in interstate commerce. This appears to mean that 
any state, by a sufficiently broad definition of doing business, may impose 
a properly apportioned franchise tax on every interstate business regularly 
maintaining and manning property in the state used exclusively in inter- 
state business. If this is applicable to pipe lines, it would appear also to be 
applicable to railroads, airlines, express and telegraph and telephone com- 
panies, and similar businesses. 

Does the same principle apply to a foreign corporation engaged in selling 
goods which it ships into the state from beyond its borders? The foreign 
corporation customarily maintains a sales office in the state and, in any 
event, its salesmen normally operate within the state. If a levy on the 
maintenance and manning of property used in interstate commerce is not 
a tax on the privilege of carrying on an exclusively interstate business, 
it seems but a reasonable and short step to conclude that a tax on the 
activity of salesmen operating in the state and the protection of an office 
maintained in the state by a foreign corporation, is likewise not a levy on 
the privilege of carrying on an interstate business. The state affords local 
police safety and other protection and confers benefits on the foreign 
corporation, a factor emphasized by the Court in the Memphis Natural 
Gas case. Moreover, if the tax is measured by sales of goods delivered 
into the state, the measure falls within apportionment methods which 
have been accepted by the courts in other situations.™ 

The apportionment problem dealing with sales is, it is true, in some 


54 International Harvester Co. v. Department of Treasury, 322 U.S. 340 (1944); cf. 
International Harvester Co. v. Evatt, 329 U.S. 416 (1947). 
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respects more difficult than the apportionment of property. The apportion- 
ment problem in the Memphis Natural Gas case was essentially a property 
issue, for the levy was a capital stock tax. An interstate sale is quite visibly 
a two-state affair. The state of origin and the state of destination each 
have a claim on the sale, or its proceeds, or the income derived from it. 
An apportionment formula may allocate the proceeds or profit in part 
to each state, but the Court has accepted allocation of the entire sale or its 
proceeds or profit to the state of the customer.” Indeed, the Court has 
shown a preference for the state of the market.” 

Justice Reed’s comments in the Memphis case on the leading cases deal- 
ing with the maintenance of salesmen and sales offices within a state 
suggest that he is not unsympathetic to the view that a tax on the solicita- 
tion of orders through local salesmen who transmit orders for approval 
in another state, to be followed by shipment of the goods into the state 
to the customer, is not a levy on the privilege of carrying on an exclusively 
interstate business.* 

The opinion itself sheds little light on the Court’s views as to whether 
a tax denominated an income tax and properly apportioned to net income 
from sources within the state will be upheld as applied to a corporation 
doing an exclusively interstate business. As has already been noted, there 
is room for the view that the explanation for the Court’s affirmance of the 
West Publishing Company case may be that intrastate activities of 
collecting accounts, etc.. were carried on in California. On the other hand, 
it is possible that the tax was sustained because it was a “net income” and 
hence an “indirect” tax. This explanation would account for the con- 
currence in that case of Justice Frankfurter and the three other Justices 
who dissented in the Memphis Natural Gas case. If that is true, a properly 
apportioned net income tax as applied to exclusively interstate business 
would have easy sailing in the Court. 


55 Jd. 

56 See McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 33 (1940), and 
Justice Rutledge’s opinions in International Harvester Co. v. Department of Treasury, 
note 54 supra, General Trading Co. v. State Tax Commission, note 27 supra, and 
McLeod v. J. E. Dilworth Co., 322 U.S. 349 (1944). 

57 Justice Reed refers to Cheney Brothers v. Massachusetts, 246 U.S. 147 (1918) and 
Alpha Portland Cement Co. v. Massachusetts, 268 U.S. 203 (1925) as the leading 
decisions in this field and declares that they “have been strictly limited” (68 Sup. Ct. 
at 1481, note 15 supra) by later cases. He notes that in the Cheney Brothers case the 
tax was measured by an “unapportioned percentage” of authorized capital stock and 
that in the Alpha Portland Cement case the tax was likewise unapportioned. He also 
implies that the Alpha Portland Cement case may have been erroneously decided in 
view of the Court’s assumption that “the taxpayer had obtained a right to do business 
in the State.” 
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CONCLUSION 


Justice Reed’s opinion emphasizes the Alice-in-Wonderland character 
of the Court’s decisions and opinions in this field. Abstract distinctions 
are drawn between “direct” and “indirect” taxes. The boundaries of 
“interstate” and “local commerce” of “local incidents” and “the flow of 
the commerce” are drawn without reference to economic considerations. 
These empty exercises in judicial metaphysics upon which the taxing 
power of the states is made to stand or fall, produce absurdly uneconomic 
results. Decisions as to the liability of a vendor depend upon whether a 
tax is called a sales or a use tax.** A statute which in terms is imposed 
on the privilege of doing business, measured by apportioned net income, 
may be invalid, but the same number of dollars under the same method 
of apportionment may be collected if the draftsmen substitute the words 
“a tax on net income” for the words “a tax on the doing of business.” 
The making of minor local repairs or the maintenance of a local warehouse 
from which an insignificant number of orders is filled may spell the 
difference between taxability in a state and tax exemption.® These are 
fiscal problems of great importance to the revenues of the state, to the 
competitive position of local and interstate business, and to the develop- 
ment of the American economy. They should not turn on “dialectics” but 
on “business realities” and a practical considération of the public fisc upon 
which they have their impact.” 

The writer has elsewhere argued his basic view of the Commerce 
Clause, namely, that Justice Black is on .firm constitutional ground in 
asserting that, in the silence of Congress, no state tax affecting interstate 
commerce should be invalidated unless it discriminates against such com- 
merce.” This is not the place to reargue that position. But it is appropriate 
to make several comments in that connection. 

First, proceeding on the premise that non-discriminatory taxes may be 
invalidated by the courts, the multiple taxation doctrine offers a reason- 
ably practical solution, grounded in economic and fiscal realities, of the 
problems presented by the failure of Congress to legislate generally in this 


58 Compare General Trading Co. v. State Tax Commission, 322 U.S. 335 (1944) with 
McLeod v. J. E. Dilworth Co., 322 U.S. 327 (1944). 

59 See the opinion of California Supreme Court in West Publishing Co. v. McColgan, 
166 P.2d 861 (1946). 

60 See cases cited in note 18 supra. 

61 See Douglas J. dissenting in McLeod v. Dilworth, 322 U.S. 327 at 332 (1944). See 
the castigation of Justice Frankfurter’s reliance on the distinction between “direct and 
indirect” taxes on interstate commerce in Justice Rutledge’s powerful dissenting opinion in 
Freeman v. Hewit, 329 U.S. 249, 259 (1946). 

62 Hellerstein and Hennefeld, State Taxation in a National Economy, 49 Harv. L. Rev. 
949 (1941). 
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area. It is a far more equitable adjustment of the competing interests of 
the states, interstate business, and local business than any other judicial 
solution presented.® It ties in taxability with the real problem—possible 
discriminations against or in favor of interstate businesses growing out 
of the taxing powers of the states. It would be consistent with the ap- 
portionment principle, which is one of the keys to the multiple taxation 
doctrine, for the Court to determine, that either the buyer’s or the seller’s 
state but not both, may levy taxes (such as the sales tax) which do not 
lend themselves to fractional apportionment. Justice Rutledge’s opinions 
have pointed up this possible solution to transaction taxes.** By such an 
application of the multiple taxation doctrine, real meaning would be given 
to the shibboleth that “interstate commerce may pay its way,” while at 
the same time giving interstate business all the protection against dis- 
crimination and multiplicity of taxation which the Court may properly 
extend under the Constitution. Moreover, instead of a sterile judicial 
search in vacuo for the beginning and end of interstate commerce, instead 
of conceptualistic distinctions between direct and indirect taxes, and the 
drawing of formalistic lines between the subject and the measure of taxes, 
the Court would have a practical, realistic test for separating the good from 
the bad—the risk of multiple taxation. 

Second, given a majority of the Court which has been unable to free 
itself from a metaphysical delineation of the permissible sphere of state 
taxation of interstate business, the Memphis Natural Gas case is an im- 
portant step forward in achieving a badly needed liberalization of the 
power of the states to impose franchise taxes on interstate businesses. 
Mere proof of the conduct of an exclusively interstate business, under 
that decision, is not enough to invalidate a state tax. Presumably, any 
corporation carrying on a regular, continuous business in a state in which 
it maintains substantial properties and permanent employees—or perhaps 


83 The doctrine nevertheless has serious defects. Justice Black has made out a strong 
case against striking down the taxing powers of the states because of the unmaterialized 
risk that some other state may impose a levy. He has argued that until such an even- 
tuality occurs, the taxpayer has no just complaint. See his dissenting opinion in J. D. 
Adams Manufacturing Co. v. Storen, 304 U.S. 307, 316-332 (1938). Moreover, appor- 
tionment of receipts, income and property, which has become the touchstone for achieving 
a measure of equality between interstate and local business, must necessarily fall far 
short of the goal. The Court has sustained widely conflicting allocation formulae and, 
of course, is obliged to do so. See ALTMAN AND KEESLING, ALLOCATION OF INCOME IN 
State Taxation c. II (1946). The results reached, therefore, achieve only the crudest 
approximation of equality. See Hellerstein and Hennefeld, op. cit. supra note 62, at 959 
et seq. 

64 See Justice Rutledge’s opinion in International Harvester Co. v. Department of 
Treasury, 322 U.S. 340 (1944), General Trading Co. v. State Tax Commission, 322 
U.S. 335 (1944), and McLeod v. J. E. Dilworth Co., 322 U.S. 349 (1944), and his 
dissent in Freeman v. Hewit, 329 U.S. 249 (1946). 
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the maintenance of a regular staff of permanent employees will be suf- 
ficient—will be subject to a properly apportioned income or capital stock 
tax. There may be enough force in the “direct” burden of gross receipts 
taxes on interstate businesses to cause one or more of the Justices who 
voted for affirmance in the Memphis Natural Gas case to vote to invalidate 
a franchise tax measured by gross receipts. Such a distinction would be 
artificial and unjustified, if broad equality as between interstate and local 
businesses is the objective. Nevertheless, the Memphis Natural Gas case 
requires a reorientation in the field of business franchise taxation. 

linally, the events of recent years give added force to the view that the 
conflict between the taxing powers and revenue needs of the states, on the 
one hand, and the requirements of a unified economy, on the other, cannot 
be satisfactorily solved by judicial action.® Interstate cooperation and 
Congressional intercession are imperative. The great expectations which 
the liberalizing doctrine of multiple taxation, with all its shortcomings, 
offered to the states, have been shattered by the recent swing back of the 
pendulum. Justice Reed’s confusing opinion in the Memphis Natural Gas 
case is likely to lead to even greater confusion in the state courts. Seventy- 
five years of Commerce Clause decisions in the taxing field, developed 
largely in the ivory towers of an armchair jurisprudence and concerning 
itself principally with spinning nice distinctions between “interstate and 
intrastate activities,” “direct and indirect taxes,’ “local incidents and the 
flow of commerce” have demonstrated the inability of the judiciary, un- 
aided by Congress, to solve the problems of state taxation in a national 
economy. The Justices themselves have recognized the unsuitability of 
the judicial techniques available under the Constitution to achieve a satis- 
factory adjustment of the competing claims of the states, interstate busi- 
nesses and local businesses.°* Comprehensive federal legislation is long 
overdue. 


65 See Hellerstein and Hennefeld, Joc. cit. supra note 62. 

66 Northwest Airlines, Inc. v. Minnesota, 322 U.S. 292 (1944), Black, J. concurring at 
302, Jackson, J. concurring at 306. In McCarroll v. Dixie Greyhound Lines, Inc., 309 
U.S. 176, 188-189 (1940), Justices Black, Frankfurter and Douglas wrote, in a joint 
dissenting opinion: 


“Judicial control of national commerce—unlike legislative regulations—must from 
inherent limitations of the judicial process treat the subject by the hit-and-miss method 
of deciding single local controversies upon evidence and information limited by the 
narrow rules of litigation. Spasmodic and unrelated instances of litigation cannot afford 
an adequate basis for the creation of integrated national rules which alone can afford 
that full protection for interstate commerce intended by the Constitution. We would, 
therefore, leave the questions raised by the Arkansas tax for consideration of Congress 
in a nation-wide survey of the constantly increasing barriers to trade among the States. 
Unconfined by ‘the narrow scope of judicial proceedings’ Congress alone can, in the 
exercise of its plenary constitutional control over interstate commerce, not only consider 
whether such a tax as now under scrutiny is consistent with the best interests of our 
national economy, but can also on the basis of full exploration of the many aspects of a 
complicated problem devise a national policy fair alike to the States and our Union.” 
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Notes 


Property Distributions by Partnerships. There is one conclusion about 
partnership taxation with which every tax lawyer will agree: the rules are 
confusing and the results are unpredictable. It is a pleasant bit of mental 
gymnastics to criticize the patchwork system that has developed, and to de- 
mand with righteous indignation that the Treasury and the courts cooperate 
in a coherent and consistent pattern of taxation.’ It is a grimmer job, how- 
ever, to formulate a set of rules which will be consistant in theory, equitable 
in effect, and simple in practice. The dilemma is nicely illustrated by one 
fundamental problem, that of distributions in kind to a partner. The challenge 
is to draft a statute which will extricate taxpayer and Government from their 
present difficulties, by neatly correlating the answers in terms of partnership 
gain or loss, partnership basis, partiers’ gains or losses, and partners’ bases. 
It should be possible—or so one would think. 

The following skeleton balance sheet is sufficient to demonstrate the problem : 


BE Dict divteeee “oe YF epee $9 
real estate ........... -. ll SS Seine inigan IESE R aE an Oa 9 

(value=4) 2 oe eae 18 
NORRIE Raa Die Sa. ot 11 


(value= 17) 





$36 


Iz 


A, B, and C share profits equally, including gains on capital assets. The part- 
ners agree that C shall receive the securities at present value in partial satis- 
faction of his capital account. Since the securities have appreciated by $6, C’s 
share of the appreciation is $2. On the partnership books, therefore, C’s capi- 
tal account is charged with a net withdrawal of $15, and the balance sheet 
after distribution is as follows: 


WN x oe a ed aswwtes ee 7 | een $11 
| Peery 0 + Sechccanpeeerrates Ase. 11 
ees Aula en, hy _3 
$25 $25 


Several events may now follow. C may sell the securities at a price (for 
the sake of simplicity) of $17. B may sell his partnership interest to a Mr. D 
for $11. A may withdraw $10 against his capital account. The partnership 


1 Rabkin & Johnson, The Partnership under the Federal Tax Laws, 55 Harv. L. Rev. 
909 (1942). 
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may sell its real estate for $4. How are these transactions to be treated in 
light of the distribution of the securities to C? Certainly we cannot attempt 
to prescribe a tax treatment for the distribution itself until we are prepared 
with a corollary treatment for all of the succeeding transactions. 

Present law. Under the present statute, there are two possible approaches. 
One is sensible, and the other represents the Bureau’s position. The statute 
states, “If the property was distributed in kind by a partnership to any part- 
ner, the basis of such property in the hands of the partner shall be such part 
of the basis in his hands of his partnership interest as is properly allocable to 
such property.” * It seems reasonably clear that the part of C’s partnership 
basis “allocable” to the stock is $15, so that if he sells the stock the next day 
for $17 he realizes his one-third of the $6 appreciation inherent in that prop- 
erty. Correspondingly, the basis of his remaining partnership interest would 
be $3, which coincides with his capital account on the partnership books. 

The Bureau has ruled, however, that basis must be allocated in proportion 
to value.* Under this formula, the basis of C’s partnership interest ($18) is 
multiplied by the value of the stock ($17) and divided by the value of the 
partnership interest ($20). The resulting basis of the stock is $15.30, which 
means that C realizes only a $1.70 gain upon the subsequent sale for $17. On 
the other hand, C’s basis for his remaining partnership interest is $2.70 as 
contrasted with his book capital of $3. The opportunity for manipulation be- 
tween partner and partnership is obvious, and examples may easily be con- 
structed where a large part of truly realized gain is deferred by absorption into 
the basis of the partnership interest. Conversely, on reversed facts an unwary 
taxpayer may find himself taxed on a larger gain than the amount of appre- 
ciation in the distributed property. Moreover, the gratuitous discrepancy be- 
tween book capital and tax basis for the partnership interest is a perpetual 
source of annoyance and confusion to the partnership’s accountant. 

That, however, is not the end of the problem. Even if the Bureau’s version 
of the present law is ignored, the collateral aspects of the case afford difficulty. 
After distribution, the following would represent the tax basis of the partner- 
ship assets and of the respective partnership interests : 


CRE sill. OO eee $21 | A’s interest ......... 
real estate .........0. 4 (book capital = 11) 
ee eee 
(book capital=11) 
C’s interest ......... 
(book capital =3) 


$25 $21 





For the duration of the partnership, there will exist the $2 discrepancy be- 
tween the tax basis and the book capital of A and B. Now, several years later, 


2T.R.C. § 113(a) (13). 
8G.C.M. 20251, 1938-2 Cum. Butt. 169. 
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A retires from the partnership for the amount of his book capital. Theoreti- 
cally, he has a $2 gain at that time, which is in reality attributable to the stock 
which was distributed to C. What chance is there that this gain will be re- 
membered and reported? And, if not reported, what chance has a revenue 
agent to pick it up? 

Another variation of the same problem is created if, immediately after the 
stock distribution to C, B withdraws $10 cash against his capital account. 
There is no clue under the present statute as to whether B then has $1 income 
(query: or capital gain?), or whether his entire $2 gain is deferred until he 
withdraws his remaining $1. 

There seems to be something wrong with a system which permits an indefi- 
nite deferment of A’s and B’s share of the gain represented by the value of 
property distributed to C, especially when the deferment may extend beyond 
C’s sale of the property. True, it would be difficult to justify a tax upon A and 
B hinging upon a sale by C, because C may not even be a partner at the time 
of the sale. Nevertheless, a disposition of the partnership interest seems to be 
an event very tenuously connected with the realization of economic gain in this 
type of case. The opportunities for tax manipulation among a closely related 
group are obvious. And when this flaw is combined with accounting incon- 
veniences and enforcement difficulties, a search for a better system appears in 
order. There are several possible techniques, each with its own drawbacks in 
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logic, equity, or simplicity. 

Adjustment of partnership’s basis. A result fairly close to the present sys- 
tem may be illustrated by the same example. As at present, no partner would 
realize gain upon the distribution, C’s basis for the stock would be $15, C’s 
basis for his partnership interest would be $3,-and A’s and B’s basis for their 
partnership interests would each be $9. The only difference is that the basis 
of the remaining partnership assets would be reduced by $4, which is the appre- 
ciation in the distributed property attributable to the capital of the non-dis- 
tributee partners. Under this rule, the tax bases of the partnership assets and 
of the respective partnership interests would be as follows: 


GON Ginn ceeieey 2) | As wnterest .......4%% $9 
real estate’ 5 4)854.. 323 OQ. Bs anterdst 
ji Se ar _3 
$21 $21 


This result is considerably tidier. Because the partnership’s basis jibes with 
the partners’ bases, there will be less difficulty in keeping track of the latter. 
Moreover, it prevents to some extent the indefinite deferment by 4 and B of 
the gain which enhanced the value of their partnership interests. The oppor- 
tunities for tax manipulation are diminished. There is at least a rough justice 
in taxing this gain when the partnership converts some other property into 
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cash, even though the selling price of that property is cost to the partnership.‘ 
A not too far-fetched analogy is to be found in the basis-adjustment provi- 
sions applicable to a corporation which discharges indebtedness at less than 
face amount.® 

The difficulties in this variation, however, are not negligible. On the score 
of tax logic, it is hard to justify a correlation of the gain on the stock with the 
gain on the real estate. There is still room for a wide divergence between 
economic gain and taxable event, which may be a loophole for the tax-con- 
scious or a trap for the unwary. From the standpoint of practicality, the re- 
duction of basis may involve complex problems of allocation and tracing ; and 
the essential artificiality of the device would surely deter compliance. Finally, 
the rule presents an impasse when the partnership owns no other property 
with a reducible basis. Suppose in the example that the basis of the real estate 
was $3, which would of course be reduced to zero. Since minus bases are ab- 
horred by the tax law,® what happens to the unabsorbed $1? Is that taxable 
income to A and B at the time the stock is distributed to C? If that tax is 
justified, why not be consistent, tax the entire $4 to them in the first place, and 
forget the complicated basis formula? This brings us to the next alternative. 

Income to non-distributee partners. This variation has the prime virtue of 
simplicity in operation. As in both of the preceding cases, C would realize no 
gain upon the distribution, his basis for the stock would be $15, and his basis 
for his partnership interest would be $3. 4 and B, however, would each real- 
ize $2 gain at the time of the distribution to C; correspondingly, each would 
acquire a stepped-up basis of $11 for his partnership interest. Thus the tax 
bases of the partnership and partners would be as follows: 


CBB 65. wpe See oie $21 | A’s interest ........ . $11 
PER CMOIE .. ... ocacun 4 | B’s interest .......... 11 
on C’s interest .......... _3 
$25 $25 


The theory of this immediate tax is plausible, especially if the coownership 
theory of the partnership is accepted.? A and B have transferred their undi- 
vided interests in the stock (including, of course, their undivided interests in 
the unrealized appreciation) in exchange for a greater proportionate interest 


The Tax Court has accepted this approach under present law where there has been 
a cash distribution on account of appreciated or depreciated property, where that distri- 
bution is made to a retiring partner, and where the other partner continues the business 
as a sole proprietor. Nathan Blum, 5 T.C. 702 (1945). Nevertheless, applying the dubious 
“entity” theory, the Court has refused to permit any basis adjustment on account of 
such a distribution where there is more than one remaining partner. Robert E. Ford, 
6 T.C. 499 (1946). 

5T.R.C. § 113(b) (3) ; see Bankruptcy Act §§ 270, 396, 522. 

6 Cf. Crane v. Comm’r, 331 U.S. 1 (1947). 

7™Flood v. United States, 133 F.2d 173 (C.C.A.1st 1943); Comm’r v. Whitney, 
169 F.2d 562 (C.C.A.2d 1948). 
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in other partnership assets. We need not take into account the value of those 
assets, except to the extent that such value is represented by cash or cost of 
property. For simplicity, let us assume in this case that the partnership’s sole 
remaining asset was $25 cash. A would have an 11/25 interest in that $25 cash, 
instead of his earlier 11/42 interest in $25 cash and $17 worth of stock. May 
not that “exchange” be a proper taxable event ? ® 

One argument against this theory is that it is too subtle. The average tax- 
payer would probably have some difficulty in recognizing that he has made a 
profit by allowing his partner to take out some partnership property. He 
might concede that his accountant was right in increasing his capital account 
as a result of the distribution, but does bookkeeping make income? Should 
the Government not wait at least until he draws out that increase? The argu- 
ment is even better if some restriction in the partnership agreement precludes 
a withdrawal. The only counter-argument on the question of practicality is 
that this is the one method which, without artificial adjustments, makes the 
partnership books coincide with tax bases. 

In any event, this method presents a serious difficulty in the case of loss 
where the partnership distributes property which has depreciated in value. If 
section 24(b) is relaxed to allow the loss to the non-distributee partners, the 
revenues may be jeopardized by manipulated losses.® If the loss is disallowed, 
we must fall back upon the system of the present law, or adopt the complica- 
tions of a compensating basis adjustment. 

Carry-over of partnership’s basis. There is one further solution which 
merits consideration. It is suggested as a practical expedient, although the tax 
theorist may look upon it askance. Under this suggestion, as under present 
law, the distribution would create no gain to any of the partners. The basis of 
the stock to C, however, would be the same as its basis to the partnérship, viz., 
$11 instead of $15. Correspondingly, the basis of C’s partnership interest would 
be decreased by only $11, instead of by $15. The partnership interests of A 
and B would remain as before the distribution. The bases of the partnership 
assets and of the partners’ interests would therefore balance as follows: 





CAM sinbiiwin) eek. $21 | A’sinterest .......... $9 
i 4.1 Bee interest|..65 20)3.8% 9 
5 fe PAREN. « x sare 8.059 sal 
$25 $25 


The advantage of this technique is the continuity of basis of the distributed 
property. The appreciation in value of that property becomes taxable gain 


8 A similar argument may be made for the realization of gain or loss to the contributing 
partner at the time he contributes appreciated or depreciated property to the partnership. 
Cf. Helvering v. Walbridge, 70 F.2d 683 (C.C.A.2d 1943), discussed at Rabkin & John- 
son, op. cit. supra note 1, at 915-920. The Treasury regulations, if not the statute, fore- 
close that result under present law. Reg. 111, Sec. 29.113(a)-1; cf. I.R.C. § 113(a) (13). 

®Cf. Comm’r v. Whitney, supra note 7. 
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when, and only when, that property is sold. The opportunity for tax manipu- 
lation is minimized, because the taxable gain need not await some future dis- 
position of a partnership interest. Although the theoretical considerations are 
somewhat different, the method is analogous to that presently used for prop- 
erty contributed by a partner to the partnership.’° There too the basis of the 
property is carried over from the partner to the partnership, while here the 
carry-over is in the other direction. 

The weakness in this suggestion is that it shifts the tax incidence among the 
partners. For example, if C immediately sells the stock for $17, he has a tax- 
able gain of $6 in contrast to his economic gain of only $2. (His tax compen- 
sation lies in his stepped-up basis for his partnership interest. Conversely, the 
$2 gain upon which A and B each escape present tax will catch up with them 
upon their own respective dispositions of partnership interests.) It is here 
ihat the analogy to contributed property falls down. If X contributes stock 
to the XYZ partnership, which stock has a cost to him of $11 and a contributed 
value of $17, and if the partnership then sells the stock for $17, it is easy to 
attribute the entire $6 gain to X.‘* In the case of distributed property, the 
comparable technique would be to divide C’s gain among A, B, and C at the 
time C sells the stock, but the practical difficulties appear insuperable. The 
only feasible method is to require C to absorb the entire gain, and to make 
the compensating adjustments in the bases of the partnership interests. 

Nevertheless, if there is some inequity in tax incidence, it is after all within 
the control of parties who are normally in close relationship.** On the assump- 
tion that the parties recognize the tax consequences, values can be adjusted to 
take the tax factor into account. Since the tax will normally be at capital gain 
rates, the amount is not only reasonably predictable but also fairly constant 
among the parties. The method provides a quite fool-proof safeguard for the 
revenues, and requires a minimum of special tax accounting. Although the 
tax purist may not be satisfied, it is ventured that the unsophisticated will not 
be offended by the timing and incidence of the tax. And even the purist may 
accede if he recognizes that this is the least of several evils. 

To repeat, the problem involves a delicate balance among logic, equity, and 
simplicity. The writer, for one, has despaired of an ideal solution. On bal- 


10 Cf, note 8 supra. 

11 That is apparently the result contemplated by the extremely confusing language of 
Reg. 111, Sec. 29.113(a)(13)-1; see G.C.M. 10092, XI-1 Cum. Butt. 114 (1932); 
Isaac W. Frank Trust, 44 B.T.A. 934 (1941). 

12 It may be conceded that this method is less defensible in the case of distribution to a 
retiring partner, where the transaction will normally be more at arm’s length. More- 
over, it would be paradoxical to compute gain or loss to the retiring partner upon his 
artificially adjusted basis for the partnership interest, in advance of his realizing gain 
or loss on the distributed property. In the case of the retiring partner, it would seem 
necessary to conform the basis of the property to the basis of his partnership interest 
immediately prior to distribution. As to the remaining partners, a choice must be made 
between adjusting the basis of the remaining partnership assets or forcing an immediate 
realization of gain or loss upon the partners. That subject obviously requires special 
treatment, and is not intended to be covered by this paper. 
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ance, it appears that the basis carry-over technique has fewer defects than the 
present law or the other possible alternatives. Therefore, although with ap- 
propriate misgivings, that technique is hereby suggested as one feature of an 
overdue revision of partnership tax law. 

—Mark H. Jonnson * 


Corporate Charitable Payments. The Code’ sets forth the right of cor- 
porations to deduct charitable contributions not exceeding “5 per centum of 
the taxpayer’s net income as computed without the benefits of this subsection.” 
The regulations * say “No deduction is allowable, if any part thereof is de- 
ductible under section 23(q).” 

Now comes an unpublished Bureau ruling, well worth quoting in full: 


You state that 90 per cent of the employees of a division of your corpora- 
tion are located in a small town. They are communicants of one of the churches. 
Most of its members are employees of the corporation. In order to assist in 
the maintenance of employee morale, the employer-corporation proposes to 
contribute annually amounts in excess of 5 per cent of its net income to the 
church. 

You request to be advised whether the full amount of the contribution would 
be deductible as an ordinary and necessary business expénse or whether the 
deduction would be limited to 5 per cent of the taxpayer’s net income. 

On the basis of the information submitted, it is held that the contribution 
which your corporation proposes to make to a church under the facts set forth 
above would not be deductible as an ordinary and necessary business expense. 
Such contributions would, however, be deductible as a contribution in the man- 
ner and to the extent provided in section 23(q) of the Code. Section 23(q) 
of the Code limits the deduction for contributions, in the case of a corporation, 
to 5 per cent of the taxpayer’s net income as computed without the benefits of 
that subsection. . 


Prior to 1936, no provision was contained in the law * for the allowance of 
charitable contributions or gifts made by corporations. But deduction was 
allowed if the taxpayer demonstrated that the payment was a business expense 
directly related to its business and if some definite benefit was anticipated. 

The present section 23(q) was originally enacted in the Revenue Act of 
1936.4 It permits a corporation to deduct bona fide charitable contributions. 


* Instructor in Taxation, New York University School of Law; Faculty Editor, Tax 
Law Review; co-author of Raskin & JOHNSON, FEDERAL INCOME, Girt AND ESTATE 
TAXATION, and of RaBKIN & JOHNSON, CurRENT LecAL Forms with Tax ANALYSIS. 
Mr. Johnson is chairman of the Committee on Taxation of Partnerships, Tax Section, 
American Bar Association, which is presently attempting to draft a codification of 
partnership taxation. 

1I.R.C. § 23(q). 

2 Reg. 111, Sec. 29.23(a)-13. 

8 Much of what follows here is taken from a statement by Paul W. Smith before the 
Ways and Means Committee in 1947. See Revenue Revisions, Ways & Means Committee, 
80th Cong. 1517 (1947-48). 

4In recommending the enactment of this section, the Ways and Means Committee stated 
that— 

“The exemption from taxation of money or property devoted to charitable and other 


purposes is based upon the theory that the Government is compensated for the loss of 
ORS? 
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The record seems to indicate a definite intent to increase the scope of cor- 
porate deductions hy insertion of section 23(q). It was designed to include 
costs that were not otherwise deductible as ordinary and necessary business 
expense. . There is no evidence of any intent on the part of Congress to de- 
limit the “ordinary and necessary” deduction of corporations. 

The Congressional reasoning concerning section 23(q) ran along this line: 


In some cases a contribution or gift to such an organization (7.e., as enu- 
merated in subsection (q)) may also fall within the description of business 
expenses. Section 23(a) allows a deduction for business expenses. Conse- 
quently, a corporation may claim it is entitled to obtain the benefit of deduc- 
tions for such gifts and contributions, as business expenses, the effect which 
would be that the amount of the deductions for contributions or gifts would 
exceed the 5 per cent limitation contained in subsection (q). This is no longer 
possible under the bill. . . . 

The limitations of section 23(a)(1)(B) apply only to payments which are 
contributions or gifts. A deduction is not to be disallowed under section 
23(a)(1)(B) merely because the recipient of amounts received from the cor- 
poration is a so-called charitable organization within the meaning of section 
23(q), as, for example, in the case of a payment by a mining company to a 
local hospital in consideration of an obligation assumed by the hospital to 
provide hospital services and facilities for the employees of the company.® 


It would seem to follow from the express exclusion in the Committee re- 
port ° that the holding for the mining town hospital * would be followed. But 
the regulations introduce the requirement ® that a binding contractual obliga- 
tion for facilities be established. This requirement will complicate the already 
difficult problem of attempting to keep the body and soul of charities together. 

If money is spent to get the specific services of a church, hospital, or edu- 
cational institution as an incident to business operations, a full deduction should 
be allowed. That should be true, even if the money is paid to the same person 
who could get it as a contribution. In recent rulings the Bureau has confirmed 
that principle, holding : 

Advertising the sale of war bonds was not a charitable deduction. They 
were contributions to the Government and could be deducted as an ordinary 
and necessary advertising expense ; ® 


revenue by its relief from the financial burden which would otherwise have to be met 
by appropriations from public funds, and by the benefits resulting from the promotion of 
the general welfare.” 

5 The Ways and Means Committee report (Ways and Means Subcommittee), 75th 


Cong., 3d Sess. (Jan. 14, 1938). 
6 Note 5 supra. 
7 Superior Pocahontas Coal Company, 7 B.T.A. 380 (1927) Acq. 
8 Reg. 111, Sec. 29.23(a)-13 states: 


“Payments by a street-railway corporation to a local hospital (which is a charitable 
organization within the meaning of section 23(q)) in consideration of a binding obligation 
on the part of the hospital to provide hospital services and facilities for the corporation’s 
employees are not contributions or gifts within the meaning of section 23(q) and may 
be or aa under section 23(a) if the requirements of that section are otherwise 
satisfied.” 

90.D. 682, 3 Cum. Butt. 266; I.T. 3564, 1942-2 Cum. Butt. 87. 
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Donations to a state salvage committee were not allowed as contributions. 
But they were an ordinary and necessary expense if made in an effort to get 
scrap for a business ; *° and 

Payments for advertising to speed up the war effort—obviously contribu- 
tions to the public welfare—are deductible as business costs." 

Previous decisions ** indicated approval for all ordinary and necessary ex- 
penditures to charitable organizations. For example, businesses were given 
the right to deduct expenses to a school, hospital, church, Y.M.C.A. or other 
charitable organization ; provided (a) it was near a plant and attended mainly 
by employees and their dependents, (b) employees were given the right to 





10 J.T. 3580, 1942-2 Cum. Butt. 155. 

11 Bureau of Internal Revenue letter, Nov. 10, 1942 (424 CCH $10,011). 

12In Superior Pocahontas Coal Company, note 7 supra, a great catastrophe came to 
the mining town of Davey, West Virginia (population 1,500), when the Methodist 
Church burned down. The Baptist Church still remained. But that was little consola- 
tion to the Methodists, who were proud that their church employed a full-time minister 
and was the only community or social center in town. The minister, reinforced by his 
part-time assistant, who was an engineer for the Superior Pocahontas Coal Company, 
went to the president of that company with his tale of woe. He pointed out that from 
75% to 90% of his congregation was employed by the Pocahontas Company, as was 
90% of the population of the town, who used the Methodist Church as a community 
center. Success crowned the minister’s efforts, for he walked out with a contribution 
of $1,000 to help rebuild the church. The Pocahontas Company took a deduction for this 
on its tax return. Over the opposition of the Treasury, the court allowed the deduction 
as a business expense. It did so because the contribution had a reasonable relation to 
the coal company’s business. 

One of the most interesting cases relating to contributions concerned the American 
Rolling Mill Company, 41 F.2d 314 (1930). It contributed $360,000 out of a total of 
$1,000,000 to the civic fund of Middletown, Ohio. There it employed about half of the 
wage-earning population of the city. The fund was to be divided among fourteen or 
more civic beneficiaries. The largest were the Y.M.C.A., the community building, and 
the hospital. The drive for funds as well as the basic plans were initiated by the presi- 
dent of the American Rolling Mill Company. Six hundred thousand dollars out of the 
total was allotted to industry. Each industry would contribute on the basis of its invested 
capital, number of employees, and volume of sales. The whole program, as far as the 
mill was concerned, came under its policy to promote welfare and mutual interest work. 
The policy had been successful in stabilizing labor conditions for the company. It pre- 
vented strikes in an area that suffered many long and disastrous strikes. The large 
contribution was made with the expectation that the city would be a more desirable 
place in which to live. Thus, employees would be encouraged to purchase homes. That 
is always an important factor in diminishing labor turnover and in preventing labor 
unrest. The Treasury disallowed the contribution as a necessary and ordinary expense. 
Its contention was that every legitimate business is more or less benefited by any civic 
enterprise. To allow a contribution by the mill might open the door to the deduction of 
every contribution that had for its object the betterment of the people of the surrounding 
community. The argument was sustained by a lower court. But the Circuit Court allowed 
the deduction. It said “... the question is always whether balancing outlay against 
the benefits to be reasonably expected, the business interest of the taxpayer will be 
advanced. The answer must depend, among other things, upon the nature and size of 
the industry, it location, the number of its employees as compared to its entire community, 
the type of its employees, and what other employees similarly situated are doing.” 
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free services or services at reduced rates because of the payments, and (c) 
without such facilities, employers would find it necessary to supply them for 
their employees at their own expense. But this is now denied by the Treasury. 
Deduction is permitted only for the purpose of computing the 5 per cent 
limitation. 

That seems both unfair and contrary to the Congressional intent. And 
many will be innocently caught in the snare. Many businesses have been pay- 
ing large sums to support churches, hospitals or educational institutions 


‘upon the assumption that the costs were essential to employee morale and 


development. 

Apparently a deduction for a business cost is still permitted for direct pur- 
chase of goods from, or services by a church, hospital, educational organiza- 
tion, or other tax exempt institution. If the payment is for something less 
than goods or services, the taxpayer may move in troubled waters. If it gives 
$1,000 to a school, the expense is not necessarily a business cost. But if it 
pays $1,000 for the education of its employees or for facilities to be used by 
them, the amount is deductible—only if the business is incorporated. 

The result of all this fussing with Congressional intent can only be a 
diminution of charitable payments by corporations. That, presumably, will 
put the cost of maintenance up to individuals or the Government. Common 
sense would urge that the cost be borne, as Congress intended, by business. 
Maybe the Congress must be petitioned to restore that privilege. 

—J. K. Lasser * 


* J. K. Lasser is chairman of New York University Annual Institute on Federal Taxa- 


tion and partner of J. K. Lasser & Co., New York City. 














Book Reviews 


THe FeperaL IncomME Tax: A 
GuIpE TO THE Law. By Joyce 
STANLEY and RICHARD KILCULLEN. 
New York: Clark Boardman Co. 
Ltd., 1948. Pp. xv, 344. $6. 


In contradistinction to Tony Wel- 
ler’s charity boy who doubted that 
learning the alphabet was worth going 
through so much to learn so little, the 
book here under review enables one 
to learn much by going through little. 

Mrs. Stanley and Mr. Kilcullen 
have managed in what must have been 
a tremendous job of synthesis and 
analysis to encompass in 324 pages of 
very readable style an explanation in 
layman’s language of a complicated 
subject free from words of art, with- 
out moralizing, philosophizing, or di- 
dactic interpolations. 

Never once do the authors attempt 
to state, as is too often the case when 
this particular subject matter is dis- 
cussed, what the law could, would or 
should be or what it probably will be 
at some future time. In other words, 
the book does not pretend to be what 
it is not—the authors modestly claim 
it to be a guide to the tax law and it 
is just that. It is ably written to tie 
into each section of the Code and 
states the problems generated by each 
section and the present thinking of the 
courts with respect to such problems. 
As stated in the Introduction : 


The book follows the organization 
of the Code because the lawyer must 
know the Code and its organization 
if he is to have any sound knowledge 
of tax law. Since the Code itself has 
had a haphazard growth, with little or 
no overall planning, this method of 





treatment frequently entails the sepa- 
ration of related subjects and the dis- 
cussion of difficult subjects in ad- 
vance of simpler ones. A good work- 
able knowledge of the Code can, how- 
ever, only be obtained by a section by 
section study and the advantages of 
this treatment seem to far outweigh 
its disadvantages. 

The book is keyed to the Code and 
the regulations and states the under- 
lying, controlling, fundamental prin- 
ciples of federal income taxation as- 
sembled in the Code, regulations, and 
leading cases. Although geared to 
the Code, it also covers those topics of 
general impact which have grown up 
largely through case law. Wherever 
the courts have refused to follow the 
regulations, or where the courts have 
modified or amplified the regulations 
in a substantial or important respect, 
the book takes pains to point this out. 
It alsg points out those instances 
where the Bureau’s regulations are 
still untested, as in employee stock 
options, and those instances where 
case law has refused to follow the 
regulations in their broadest de- 
gree, as in cancellation of indebted- 
ness problems. While highlighting 
those areas of controversy where con- 
fusion exists and conflicting ap- 
proaches have not yet been resolved, 
it does not attempt to give the authors’ 
views as to what the answers should 
be. 

As pointed out by Randolph Paul in 
the Preface, the book should be useful 
to many types of readers—beginners 
in tax law, law students, associates in 
law offices, judges’ law clerks, and 
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last but not least, general practi- 
tioners. Every legal problem pre- 
sented today will in all likelihood im- 
pinge on some tax problem. The day 
has passed when a lawyer can draw 
a trust, will or even a contract with- 
out having an eye cocked to some 
possibly hidden tax problem. 

The book is replete with factual ex- 
amples, easily understandable, which 
illustrate clearly some of the problems 
arising tax-wise with respect to or- 
dinary run-of-the-mill commercial 
transactions such as deductibility of 
state franchise taxes by corporations 
on an accrual basis, installment sales, 
reorganizations, services rendered 
over a three-year period, etc. It gives 
emphasis to those sections which are 
of most importance to the everyday 
taxpaying individual or corporation, 
and adequately presents all aspects of 
such sections. 

The book should prove invaluable 
to the general practitioner particularly 
because it tries to set out the key 
questions and cases as a starting point 
so that he will have at least a working 
knowledge of the basic problems of 
income taxation. For example, as- 
signment of income is discussed 
through three and one-half pages with 
sufficient clarity to give the non- 
specialist a basis for understanding 
the problems and the distinction 
between an assignment of income 
and a transfer of income-producing 
property. 

As for the expert, he will at least 
find it good reading. To begin with, 
the book is up to date, embodying the 
1948 Act, citing such recent decisions 
as the McWilliams case, and the 
Jacobson case in which certiorari has 
been granted and which might resolve 





the inherent conflict between the 
Kirby Lumber Co. and American 
Dental decisions. The discussion, for 
instance, of the accrual basis starting 
at page 112 is a succinctly complete 
job. So, also, the discussion com- 
mencing on page 127 of bugaboo sec- 
tion 102. As to distributions in kind 
of property which has appreciated in 
value (page 209), the book contains, 
I think, the best summary discussion 
of that subject I have so far seen. 
The Court Holding problem (page 
231) is well discussed and the Clifford 
rule on page 269 is as well laid out as 
any expert could lay it out without a 
crystal ball. 

In fine, it is a fascinating little book 
that, unlike most works of this sort, 
accomplishes what it sets out to do. 
It is best summed up by quoting the 
authors’ conclusion : 


The book is planned as a guide for 
those who wish to understand income 
tax law. The place to begin is with 
the general structure of the Code and 
the meaning of its basic provisions. 
Therefore, this book has been con- 
fined to an explanation of the funda- 
mental provisions of the Internal 
Revenue Code, the more important 
Regulations and those court decisions 
which have become a part of the basic 
structure of the tax law. As stated in 
the Introduction, the book is intended 
to give the reader a general familiarity 
with tax law, to point out the prob- 
lems rather than to give all the 
answers, and particularly to provide 
a foundation on which a wider knowl- 
edge can be built. 


In my opinion, the book is definitely 


a “must” for any lawyer’s library. 
J. P. WENCHEL * 


* Member of the firm of Wenchel, Tan- 
nenbaum & Nunan, Washington, D. C.; 
formerly Chief Counsel of the Bureau of 
Internal Revenue. 
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* Compiled by Sydney Prerau of the New York Bar. 
1 Listing in 3 Tax L. Rev. 574 (1948) corrected. 
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Section 45 
WALTER A. COOPER 


, BEE 45 has recently been criticized, during hearings before the 
House Committee on Ways and Means,’ as affording the Commissioner 
impetus for “witch hunting.” Critics claim that the section does not 
establish any rules of practice or condemn inter-company business transac- 
tions of particular character but rather vests in the Commissioner un- 
limited and unrestricted power to increase the liability of various affiliated 
businesses in such manner as he may see fit, subject to relief only in cases 
of the most flagrant abuse. Its repeal has been urged on the theory that 
whereas tax laws should be definite and certain and leave no room for 
doubts concerning the liabilities that are imposed, under the current 
provisions of the section, the sky is the limit and liabilities are at the 
whim and caprice of an administrative officer. 

Fortunately, the numerous recent court decisions interpreting the sec- 
tion now make it possible to analyze in some detail the nature of the 
transactions or interbusiness arrangements which are properly within and 
without the corrective scope of the section as a means for determining 
not only those which the section is designed to prevent but also those 
which the courts have established as permissible.” Despite critics to the 
contrary and a few uncertainties still remaining, section 45, if applied 
within the limits established by court decisions, is no longer a “witch 
hunting”’ vehicle. 

The current provisions of this controversial section are as follows: 


Sec. 45. ALLOCATION OF INCOME AND DEDUCTIONS. 


In any case of two or more organizations, trades, or businesses (whether 
or not incorporated, whether or not organized in the United States, and 


Watter A. Cooper (B.C.S., New York University; C.P.A.) is the partner in charge 
of the tax department of Peat Marwick Mitchell & Co.; formerly Chairman of Com- 
mittee on Federal Taxation of American Institute of Accountants; member of Committee 
on Postwar Tax Policy. 


1 Hearings before Committee on Ways and Means on Proposed Revisions of the Inter- 
nal Revenue Code, 80th Cong., 1st Sess. 3241, 3324 (1947). 

2. See Holzman, Arm’s Length Transactions and Section 45, 25 Taxes 389 (1947); 
Freeman and Kirshner, A Study in Corporate Tax Avoidance, 46 Cot. L. Rev. 951 
(1946); Cleary, Relationships Between Closely Associated Companies, in PROCEEDINGS 
or New York University FirtH ANNUAL INSTITUTE OF FEDERAL TAXATION 349 (1947). 
Swartz, Notes on Transactions Between Related Corporations, in ProckeepINGS oF NEW 
York University S1xtH ANNUAL INTITUTE OF FEDERAL TAxaTIon 859 (1948). 
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whether or not affiliated) owned or controlled directly or indirectly by the 
same interests, the Commissioner is authorized to distribute, apportion, or 
allocate gross income, deductions, credits, or allowances between or among 
such organizations, trades, or businesses, if he determines that such distri- 
bution, apportionment, or allocation is necessary in order to prevent evasion 
of taxes or clearly to reflect the income of any of such organizations, trades, 
or businesses. 





STATUTORY DEVELOPMENT 


It was realized at an early stage in income tax history that there was a 
considerable amount of arbitrary shifting of income and deductions among 
businesses controlled by the same interests. Beginning with excess profits 
tax returns for 1917,° the Commissioner (without statutory authority but 
on the recommendation of his Tax Advisory Committee) provided for 
consolidated returns of affiliated partnerships and corporations under 
specified circumstances. The Revenue Act of 1921 validated the action 
taken by the Commissioner and provided that the Revenue Act of 1917 
should be construed as authorizing consolidated returns. 

The Commissioner’s objective was stated to be the computation of 
“. . . the amount of the tax properly due from each corporation or 
partnership on the basis of equitable and lawful accounting.” * It also 
involved shifting the computation of the tax from the separate taxpayers 
to the group so as to be free from the necessity of computing the effects 
of all intercompany transactions which, through indifference or design, 
produced a result not truly representative of the operations of the separate 
entities. Consolidated returns were intended to remedy the following 
two types of distortions of income, as expressly set forth in regulations 41: 


1. Where one corporation or partnership buys from or sells to another 
affiliated corporation or partnership products or services at prices above or 
below the current market, thus effecting an artificial distribution of profits, and 

2. Where one corporation or partnership in any way so arranges its 
financial relationship with another affiliated corporation or partnership as 
to assign to it a disproportionate share of net income or invested capital. 


Prior to the Revenue Act of 1921, the mandatory consolidated return 
requirement was the only method of obtaining the tax properly due from 
affiliated corporations. No method was provided for nonaffiliated cor- 
porations and unincorporated taxpayers except to the limited extent, for 
1917 only, previously described. The Revenue Act of 1921 covered the 
latter as well and provided two methods: (1) the consolidation of the 


8 Consolidated Returns and Intercorporate Dividends, Division of Tax Research, Treas. 


Dept. (January, 1948). 
4 Reg. 41, Art. 77, as amended by T.D. 3389. 
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accounts of two or more related trades or businesses owned or controlled 
directly or indirectly by the same interests;* and (2) at the election of 
affiliated domestic corporations, a consolidated return. 

The first provision, which is the forerunner of section 45, gave the 
Commissioner power to “. . . consolidate the accounts of such related 
trades and businesses, in any proper case, for the purpose of making an 
accurate distribution or apportionment of gains, profits, income, deduc- 
tions, or capital between or among related trades or businesses.” The 
Ways and Means Committee explained ° that the power was solely for this 
purpose “. . . and not for the purpose of computing the tax on the basis 
of the consolidated return,” and stated the provision was necessary be- 
cause “subsidiary corporations, particularly foreign subsidiaries, are some- 
times employed to ‘milk’ the parent corporation, or otherwise improperly 
manipulate the financial accounts of the parent.” 

The Finance Committee explained the provision by stating, “This is 
necessary to prevent the arbitrary shifting of profits among related busi- 
nesses, particularly in the case of subsidiary corporations organized as 
foreign corporations.” * 

The essentials of this approach, introduced by the Revenue Act of 1921, 
have continued to this date. However, the basic provision was modified, 
beginning with the Revenue Act of 1928, by giving the Commissioner 
power to redistribute income and deductions of any organizations, trades 
or businesses under a common control. Since 1928 there have been 
several technical amendments but the fundamental idea has not been 
changed. 

The authority to reallocate items of income or deduction is not quite 
as broad as the prior authority to consolidate the accounts. In the early 
days of high taxes when the statute provided for “consolidating the 
accounts” it was seldom applied. Despite the statements of the legislators 
to the contrary, it is difficult for an accountant to see how consolidating 
the accounts could have produced a result much different from a con- 
solidated return. All a consolidated return really accomplishes is to con- 
solidate the accounts. The principal result, so far as income is concerned, 
is to eliminate intercompany profits not realized by ultimate sales to out- 
siders. Actually the statutory provision prior to 1928 or the Congressional 
intent was ambiguous because Congress authorized the Commissioner to 
consolidate the accounts but also wanted him thereafter to unconsolidate 
them—yet did not say so in the statute nor say how the consolidated eggs 
(accounts) should be unscrambled. 

5 Sec. 240(d) of the Revenue Act of 1921. 


6H. R. Rep. No. 350, 67th Cong., Ist Sess. 14 (1921). 
7 Sen. Rep. No. 275, 67th Cong., Ist Sess. 20 (1921). 
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On the other hand, the authority of the Commissioner since 1928 has 
not been limited to related trades or businesses as it was in prior revenue 
statutes.® 

This legislative background is important because the 1921 provision 
was part of section 240 relating to consolidated returns. That section 
defined affiliated corporations as including two or more corporations 
substantially all the stock of which was “owned or controlled by the same 
‘nterests.” The same language was used in the subparagraph relating to 
nonaffiliated businesses except that the control factor was expanded to 
include indirect control. 

Undoubtedly, therefore, Congress must have intended that the terms 
“ownership,” “control,”’ and ‘“‘same interests” have the same meaning for 
both purposes. It follows that decisions or rulings interpreting their mean- 
ings for the purpose of consolidated returns under the Revenue Act of 
1921 and similar provisions of later revenue acts should be applicable to 





section 45. 


CONSTITUTIONALITY 


It has been argued that the allocation permitted under section 45 is 
nothing more than an effort to tax one person on the income of another, 
which results in a deprivation of property without due process of law. 
The Second Circuit held, in Asiatic Petroleum Co. v. Commissioner °® that 
this section does not deprive the taxpayer of property without due process 
of law. The Court observed that even without a statute such as section 45, 
many cases have gone very far in disregarding formal transfers intro- 
duced into corporate transactions for the purpose of escaping taxation. 
If anticipatory arrangements intended to circumvent taxes may be dis- 
regarded by the courts without the aid of statutory authority, a statute 
authorizing the Commissioner to disregard them under similar circum- 
stances cannot be unconstitutional. Although a taxpayer is privileged “to 
decrease the amount of what would otherwise be his taxes, or altogether 
avoid them, by means which the law permits,” *° the Court was of the 
opinion that under the conditions specified in section 45 such privilege 
could be taken away constitutionally. 


PuRPOSE OF CURRENT PROVISIONS 


The purpose of section 45 is to place a controlled taxpayer on a tax 
parity with an uncontrolled taxpayer by determining, according to the 


8 Sec. 240(f) of the Revenue Act of 1926, Sec. 240(d) of the Revenue Acts of 1924 


and 1921. 

979 F.2d 234 (C.C.A.2d 1935), cert. denied, 296 U.S. 645, rehearing denied, 296 U.S. 
664 (1935). 

10 Gregory v. Helvering, 293 U.S. 465 (1935). 
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standards of an uncontrolled taxpayer, the true net income from the 
property of and business operated by the controlled taxpayer. The in- 
terests controlling a group of organizations, trades or businesses are 
assumed to have complete power to cause each of them so to conduct its 
affairs that its transactions and accounting records truly reflect the net 
income from its property and business. If, however, this has not been 
done, and the taxes payable are thereby understated, the statute con- 
templates that the Commissioner shall intervene, and, by making such 
distributions, apportionments, or allocations as he may deem necessary 
of gross income, deductions, credits, or allowances between or among the 
controlled units constituting the group, determine the true net income of 
each. The standard to be applied in every case is that of an uncontrolled 
taxpayer dealing at arm’s length with another uncontrolled taxpayer.”* 


EssENTIAL ELEMENTS 


Section 45 applies when the following elements exist: (1) Two or 
more organizations, trades or businesses are owned or controlled by the 
same interests, and (2) The Commissioner determines that an allocation 
or reallocation is necessary in order to (a) prevent evasion of taxes, or 
(b) clearly reflect income. 

The term “organization” is defined in the regulations, as including 
“any organization of any kind, whether it be a sole proprietorship, a 
partnership, a trust, an estate, or a corporation,” while the term “trade 
or business” is defined to include “any trade or business activity of any 
kind.” ** 

It makes no difference to the applicability of the section: (1) whether 
the organizations are created in the United States or elsewhere; (2) 
whether they operate in the United States or elsewhere; (3) whether 
they are tax-exempt or taxable; ** (4) whether, in the case of corpora- 
tions, they are affiliated or not affiliated; and (5) whether the ownership 
or control is direct or indirect. 


OWNERSHIP OR CONTROL BY THE SAME INTERESTS 


The use of the very elastic phrase “owned or controlled directly or in- 
directly by the same interests” indicates an intent on the part of Congress 
to have section 45 construed flexibly in the light of the peculiar circum- 
stances of each case. It is not only dangerous to attempt to make a strict 


11 Reg. 111, Sec. 29.45-1(b). 


12 Reg. 111, Sec. 29.45-1(a) (1) and (2). 
18 Southern College of Optometry, Inc., 6 TCM 354 (1947). 
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definition of these doubtful elements to be applied in every case," it is 
impossible to do so. 

The four terms—‘owned,” “controlled,” “directly or indirectly,” and 
“by the same interests”—are interrelated and apply singly and severally. 
Thus ownership may be direct or indirect; control may be direct or in- 
direct ; and the same interests may own in part and control in part to make 
the section applicable even though ownership and control, each standing 
alone, would not have that effect. 

As stated in an early ruling, G.C.M. 2856,** dealing with the compar- 
able consolidated return provisions of the Revenue Acts of 1921, 1924 
and 1926, the term “owned” has “a well-defined meaning, and no diffi- 
culty will be found with it.” Presumably for the same reason the regula- 
tions contain no definition thereof. Such distinctions as might arise 
between technical legal title and beneficial ownership disappear when it is 
noted that ownership may be direct or indirect. 

The term “controlled” is defined in the regulations as including any 
kind of control, direct or indirect, whether legally enforceable or not, 
and however exercisable or exercised. It is the reality of the control which 
is decisive, not its form or the mode of its exercise. 

The Tax Court has held ** that control must be shown to be a genuine 
and real control actually exercised. It cannot be established by mere 
assertions unsupported by facts. While potential control is not sufficient 
in itself, any non-arm’s-length-dealings between two businesses would 
clearly evidence use of the potential control. 

Where two corporations each own exactly 50% of the stock of a 
third corporation, neither has control." Together they do have, but 
that amounts to saying nothing more than that the stockholders of a 
corporation control it. 

Voting control exercised through the voting of proxies, not coupled 
with an interest or otherwise of such a nature as to be irrevocable, does 
not, either by itself or in conjunction with the ownership of other shares 
of stock, constitute control. It was so held within the meaning of section 
240 of the Revenue Act of 1921 (the forerunner of section 45).** Al- 
though this ruling involved direct control for consolidated return purposes, 
it is equally applicable to direct control for the purpose of section 45. 

However, the latter also applies in cases of indirect control. While the 


J 


14 Rishell Phonograph Co., 2 B.T.A. 229, 232 (1925) ; Isse Koch & Co., 1 B.T.A. 624, 
27 (1925) Acq. 

15 VII-1 Cum. Butt. 128 (1928). 

16 Isse Koch & Co., 1 B.T.A. 624 (1925) Acq. 

17 Lake Erie and Pittsburgh Ry. Co., 5 T.C. 558 (1945) Acq. 

18].T. 2032, III-1 Cum. Bux. 305 (1924); accord, Central Auto Equipment Co., 
7 B.T.A. 1068 (1927). 
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mere holding of a proxy standing alone would not constitute the requisite 
direct control, the circumstances under which the proxy holder was able 
to obtain it may actually reflect indirect control of the corporation in- 
volved, independently of the mere issuance of the proxy. Accordingly, 
where proxies are commonly issued the circumstances must be considered. 

However, when corporations are involved, mere control of stock is not 
determinative. While it has been held * that the control of the business 
of the corporation means the power to dictate the corporate action of the 
corporation, not the mere management of some limited department of its 
operation, the Tax Court, in Central Auto Equipment Co.,” pointed out 
that “the control of the business of a corporation is not control of the 
stock” and such business control was to be disregarded where the statute 
required control of the stock. Section 45 does not require control of 
stock but does require control of the business.** 

When indirect control is alleged to exist, the very indefiniteness of the 
term, as in the case of “the same interests,” makes it likely that the actions 
of the parties involved may be determinative of whether or not the 
businesses are indirectly controlled and whether the parties regard what 
may seem to be divergent interests as being the same interests. Thus, 
the arbitrary shifting by taxpayers of income or deductions which the 
Commissioner might properly reallocate if section 45 were applicable, 
may evidence control by the same interests so as to make section 45 
applicable. 

In a narrow construction of the terms “same interests” and “indirect 
control,” the mere relation of husband and wife, without more, was held 
insufficient to establish that they constituted the “same interests” or that 
the husbands had indirect control of the wives’ shares. In A. G. Nelson 
Paper Co., Inc.” a lessee’s and lessor’s shares were held as follows: 


Lessee Lessor 
BEE OCB 5. suis d 050 «opis odet i. 2. feed 
i EPR ARR Bre Fel 16%% 663% 
BEE, MOREE op cvessntescucent Sonpe OPE OL ae 
pe BR ree ee Pe 334% 


Thus, only Mrs. Nelson had an interest in both corporations and she 
had only 16%% of one of them, but the Nelson and Marshall families 
held % and 4, respectively, of the shares of both corporations. 

The Court refused to apply section 45 because it found that the two 
corporations were not controlled by the same interests. “Based upon 


19 Yazoo & M.V.R. Co. v. Searles, 85 Miss. 520, 37 So. 939, 953 (1905). 
207 B.T.A. 1068, 1071 (1927). 

21 Reg. 111, Sec. 29.45-1(a) (3). 

223 TCM 914 (1944). 
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stock ownership, there was no control of the corporations by the same 
interests and the evidence does not show indirect control other than that 
the wives of the owners of the majority stock of petitioner owned all 
of the stock of the . . . (lessor corporation). Such a showing, without 
more, does not establish indirect control.” 

So also in Epsen Lithographers, Inc. v. O’Malley,= the Court would 
not presume that a husband controlled his wife’s interest in a partnership 
where she rendered important services and paid for her share of the 
partnership capital from her own separate property. 

In the cases discussed above, such intercompany transactions as were 
had were clearly on an arm’s-length basis. On the other hand, in another 
husband and wife case, Gordon Can Co.,** where the husband and wife 
each owned between them all the stock of two corporations, but there 
being a wide divergence in their proportionate interests, section 45 was 
held applicable. In that case income was arbitrarily shifted by direction 
of the husband from the corperation in which he owned 80% of the 
stock to a second corporation in which he owned only 5% of the stock. 
In upholding the Commissioner, the Court did not explain its conclusion 
or indicate whether it felt the husband controlled both corporations, or 
that the husband and wife jointly constituted the same interests. The 
circumstances, however, clearly indicate that the husband either controlled 
both corporations because he shifted the income at will, even cancelling 
the arrangement to do so when it suited his purpose, or regarded the 
transfer to the 5% owned corporation, his wife owning the remaining 
95%, as serving his own best interests. 

When the “same interests” have some ownership in or control over 
two businesses but there are also outside interests involved, what degree 
of ownership or control must be in those constituting the “same in- 
terests”? The courts have never discussed that problem in any opinion, 
though in at least two cases a conclusion was reached without explanation. 
Cases involving consolidated returns are of no help because they have 
always dealt with statutes requiring control of substantially all or specified 
percentages of the stock. 

Ownership and control of 163% of one corporation and 663% of 
another may be insufficient.” One would expect that when the same 
interests control over 50% of two businesses they were both controlled 
by such interests, yet that is not so according to the District Court 
(Nebraska).° Ownership and control of all the stock of a corporation 








23 67 F. Supp. 181 (D. C. Neb. 1946). 
2429 B.T.A. 272 (1933). 

25 See note 22 supra. 

°6 See note 23 supra. 
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and a 60% interest in a partnership were not enough. The Court stated 
that conclusion without discussion or explanation, 

Here also a specific definition is really not necessary, however desirable, 
for the purpose of a technical dissertation. Section 45 requires control of 
the businesses and when their dealings are not on an arm’s-length basis, 
as they would be between uncontrolled entities, it is a natural conclusion 
that such businesses are sufficiently controlled to bring section 45 into 
play. Again “it is the reality of the control that is decisive,” ** and that 
would be established usually by the arbitrary shifting of income or 
deductions. 

While there has been no direct interpretation by the courts of the 
meaning of the term “same interests,” and it has not been defined in 
the Code or regulations, the Tax Court made the following observation 
in Rishell Phonograph Co.: 


Interest is a word for which the dictionaries give many definitions. In its 
objective sense, an interest in property is ordinarily held to mean a legal 
right of some kind. In certain applications the word means advantage, as 
when we say, ‘It is to his interest to do a certain thing’; in others, it may 
indicate merely desire or excitement of feeling, as when one claims to have an 
interest in the outcome of an election. In its subjective sense interest is sus- 
ceptible of both narrow and broad meanings, an example of the latter being 
when it is used as a collective name for all those carrying on a particular 
kind of business—e.g., ‘the coal interests.’ When Congress said ‘controlled 
by the same interests,’ we believe it meant something broader than persons 
or individuals. If ‘the same interests’ was intended to mean only ‘the same 
persons,’ it would have been easy for Congress, by using the latter term, to 
have avoided all ambiguity. When two persons are guided in their action by 
a common interest (in the objective sense), they frequently constitute a 
single interest (in the subjective sense) .?* 


The foregoing suggests that when two or more businesses are owned 
or controlled in different proportions, their owners’ respective interests 
may be identical and therefore “the same” when they so arrange the 
intercompany affairs as to obtain the greatest benefit out of the combined 
results. It supports the proposition that the acts of the parties involved 
may establish a community of interest sufficient to qualify them as the 
“same interests” for the purpose of section 45, although they otherwise 
appear divergent. 


EVASION OF TAXES OR CLEARLY REFLECTING INCOME 


Section 45 permits allocation only if necessary to prevent evasion of 
taxes or clearly reflect the incomes of the taxpayers. In Asiatic Petroleum 


27 See note 21 supra. 
282 B.T.A. 229, 232 (1925). 
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Co. v. Commissioner,” a case involving a dispute about the phrase 
“evasion of taxes,” it was argued that although there may have been an 
“avoidance,” which is a legal act, that did not constitute “evasion,” which 
it was claimed implied an illegal act. The Second Circuit refused to accept 
this narrow construction and justified its conclusion by reference to the 
Congressional committee reports which deal with evasion in broad terms 
and state that it may be attempted by the shifting of profits, the making 
~f fictitious sales, and other methods frequently adopted for the purpose 
of “milking.” 

The existence of either of the two essential elements must be shown 
or section 45 may not be applied.*° Generally, of course, that requirement 
is of little consequence, for if incomes are clearly reflected and there has 
been no tax avoidance the application of the section would not change 
the results. 





CONSOLIDATED RETURNS 


Section 45 applies to the case of any controlled taxpayer, whether such 
taxpayer makes a separate or a consolidated return.** If a controlled 
taxpayer is a party to a consolidated return, the true consolidated net 
income of the affiliated group is determined consistently with the principles 
of a consolidated return. 

The starting point for the determination of consolidated net income is 
the net income of each corporation computed under the Code provisions 
applicable to all separate returns, which necessarily includes the applica- 
tion of section 45 where appropriate. While the subsequent adjustments, 
additions and exceptions provided for in the determination of consolidated 
net income may automatically produce most of the results that would 
otherwise obtain under section 45, there are a number of situations, such 
as those limiting the carryover of net losses from separate returns,*° 
limitations on capital losses, etc., which require the use of the separate 
corporation net income in computing the proper amount of consolidated 
return adjustment. Where that is required the right to apply section 45 
becomes important. 

While the section must be considered in connection with consolidated 
returns, it is not intended to effect, in any case involving separate returns, 
such an allocation as would produce a result equivalent to a computation 
of consolidated net income under section 141 or the regulations issued 


2979 F.2d 234 (C.C.A.2d 1935), cert. denied, 296 U.S. 645, rehearing denied, 296 U.S. 
664 (1935). 

30 See note 23 supra; Waldo B. Russell, 3 TCM 613 (1944) ; Wilfred J. Funk, 3 TCM 
100 (1944). 

31 Reg. 111, Sec. 29.45-1(b). 

32 Autocar Co. v. Comm’r, 84 F.2d 772 (C.C.A.3d 1936), reversing 31 B.T.A. 361. 
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thereunder. The Court in Lesoine v. United States,** explained the dis- 
tinction by stating that this section does not justify the consolidation of 
accounts of businesses controlled by the same interests inasmuch as it 
recognizes and preserves their separateness, but seeks only to adjust and 
correct what may have been improperly done in the bookkeeping between 
them. 


RELATION TO OTHER SECTIONS 


Sections 11, 13(b), 14(a) and 22(a) define gross income and provide 
for a tax to be levied on the income “of” designated individuals and cor- 
porations. Fundamentally, therefore, and even without the application of 
section 45, a tax is due on all income which in substance is that of the 
taxpayer. That section, therefore, has no effect on, and is not a replace- 
ment of, the principles of taxation involving assignment of income, 
economic or other enjoyment of the fruits of the tree, etc. 

Sections 24(b) and (c) supplement section 45 in preventing tax avoid- 
ance. However, whereas section 45 permits allocation of losses, sections 
24(b) and (c) provide for their disallowance. When both section 45 and 
section 24(b) or (c) are applicable, the severer provisions of the latter 
govern. 

Section 129 applies under specified circumstances to taxpayers ac- 
quiring, after October 8, 1940, corporations or corporate assets for the 
principal purpose of avoiding taxes by securing the benefit of a deduction, 
credit or other allowance which such taxpayer would not otherwise enjoy. 
If the principal purpose is tax avoidance, such deduction, credit or other 
allowance is disallowed. However, the Commissioner is given discretion 
to allow such items in part and, in a manner similar to section 45, to 
distribute, apportion or allocate gross income, and the deductions, credits 
or allowances the benefit of which was sought to be secured between the 
corporations, and to allow such allocated amounts but only to such extent 
as will not result in tax avoidance. 

Section 45 differs in its application in that the Commissioner there- 
under has the power to allocate but not to disallow, as under section 129. 
Furthermore, the latter might apply to effect a disallowance of a deduction, 
etc., even though the Commissioner could not, under the particular 
circumstances, allocate income under section 45. 


BuRDEN OF Proor 


Section 45 confers upon the Commissioner the power, whenever he 
deems it necessary in order to prevent evasion of taxes or clearly to reflect 


33 32 AFTR 1686 (D. C. Cal. 1943), appeal dismissed, 32 AFTR 1688 (C.C.A.9th 
1943). 
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income, to distribute, apportion, or allocate gross income or deductions. 
This is a discretionary power, and once he has exercised it his action can 
be set aside only when clearly shown to be “arbitrary and capricious.” * 

If the Commissioner determines that an allocation is necessary, the 
taxpayer has the burden of proving that the determination is arbitrary 
and that its situation is not one to which the statute applies.** 

The Commissioner must, however, do more than merely refer to the 
section when invoking its provisions.** The Court has stated: 


At least in the absence of a plausible and reasonable self-evident showing 
by the mere statement of the circumstances, it seems to us that something in 
the nature of a formal determination, or at least of a prima facie demonstra- 
tion that the adjustment is necessary to reflect income or prevent tax evasion, 
is called for.** 


However, a failure of the Commissioner to allege specifically in a 
deficiency determination the applicability of section 45 will not prevent 
his claiming that section as the basis for the adjustment in proceedings 
before the Tax Court.** Further, even where on brief the Commissioner 
has not argued that section 45 is applicable, the Tax Court has upheld 
the Commissioner’s determination under its provisions when the record 
clearly showed a proper basis for so doing.*® 


DISALLOWANCE OF TRUE DepuctTions Not PERMITTED 


A corporation controlled by a family sustained a loss on the sale of 
stocks and bonds at market price to another corporation completely owned 
by the same family. The Commissioner attempted to disallow the loss 
under section 45. The Tax Court, in General Industries Corp.,*° held 
that although the section permits distribution, apportionment, or allocation 
of a deduction, it nowhere permits disallowance thereof. 

Although disallowances of losses or expenses are not permissible under 
section 45, an expense or loss may, of course, be disallowed under section 
24, because of unreasonableness, or on the theory that the payment 
constitutes a gift, a distribution of income, or profits on something other 


than what it purports to be. 


34 National Securities Corp., 46 B.T.A. 562 (1942), aff’d, 137 F.2d 600 (C.C.A.3d 1943), 
cert. denied, 320 U.S. 794 (1943). 

35 Seminole Flavor Co., 4 T.C. 1215 (1945). 

36 Wilfred J. Funk, 3 TCM 100 (1944). 

37 Waldo B. Russell, 3 TCM 613, 620 (1944). 

38 W. R. Ross, 43 B.T.A. 1155, rev’d, 129 F.2d 310 (C.C.A.5th 1942), remanded, 
2 TCM 783 (1943). 

39 See note 24 supra. 

4035 B.T.A. 615 (1937) Acq. 
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CREATION OF INCOME Not PERMITTED 


Two corporations owned by the same interests agreed that certain 
equipment owned by one of them could be used by the other in 1934 
without charge. The Commissioner determined a rental of $12,000 
should have been charged for the year and included that amount in the 
gross income of the owner as a proper allocation of income under section 
45. The Circuit Court, in Tennessee-Arkansas Gravel Co.," held that 
no taxable rental income had been realized and that the section did not 
authorize the Commissioner to set up income where none existed. How- 
ever, the Court implied that the result might have been different had the 
Commissioner allocated to the lessor $12,000 of the lessee’s income from 
the use of the equipment in lieu of merely setting up rental income. 

In another case, E. C. Laster,** corporation A owned the working 
interest in two leases, part of which was subject to oil payments, the 
rights to which were held by corporation B owned by the same interests. 
B transferred its rights to A without consideration. The Commissioner 
placed a fair market value of over $6,000 on the oil payments and in- 
cluded the amount in the gross income of B, on the theory that the 
transferee, A, realized that much more taxable net income by nonpayment 
of the oil payments because of their “cancellation.” He contended that 
the amount thereof should be allocated to the transferor on account of 
the failure to obtain full consideration for the transfer of the oil payments. 
The Tax Court held that an acquisition of property for nothing or for less 
than an adequate consideration, does not ordinarily result in taxable in- 
come and that no “income” would arise until the oil payment rights are 
realized upon. No income was deemed to have resulted in this case and 
there was, therefore, no income to allocate under section 45. 

Thus, while income cannot be created, taxpayers cannot rely on mere 
failure to charge for interbusiness usage of property as long as the user 
earns income from the use thereof. If, under such circumstances, an 
inadequate charge can be increased under section 45 it is entirely logical 
that a proper charge can be required when no charge is made. The 
decision in Welworth Realty Co.,“ while apparently permitting an in- 
crease in intercompany rental clearly allows, as the Commissioner claimed, 
an increased allocation of the gross income of the controlled tenant—as 


a careful reading of the decision will show. 


41112 F.2d 508 (C.C.A.6th 1940), reversing B.T.A. Memo. Dkt. 86061. P-H 38,240 
(1938). 

42 43 B.T.A. 159 (1940) Acq., modified on other issues, 128 F.2d 4 (C.C.A.5th 1942). 

48 40 B.T.A. 97 (1939) Acq. 
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SPLITTING INCOME 


Section 45 reached the peak of its importance during the excess profits 
tax years when the shifting of income and deductions and the division 
of businesses so as to split income to absorb fully available excess profits 
tax credits (or the lower rate brackets in 1940 and 1941), resulted in 
very substantial tax savings. However, even with the repeal of the excess 
profits tax, section 45 continues to be of major importance. 

Recent tax changes tend, in some situations, to put the individual 
proprietorship and partnership forms of doing business in a more favor- 
able tax position in comparison with the corporate form. It therefore 
becomes advantageous for stockholders of a corporate business to take 
over a severable part thereof and operate it in individual or partnership 
form. Similarly, it may be advisable to split a business into several small 
corporations to avoid the higher taxes paid in the $25,000-to-$50,000 
notch bracket and above. The Commissioner has attempted, without 
success in bona fide severances, to prevent such divisions of income by the 
application of section 45 to effect a transfer or “allocation” of the net 
income of the severed business back to the business from which it was 
severed. 

In connection with the formation of subsidiary corporations for the 
purpose of splitting income, it should be observed that the deterring 
factors consist not only of the possibility of the application of section 45, 
but also the additional burden resulting from the tax on intercorporate 
dividends. ‘ 

Also, as in the case of Miles-Conley Co., Inc.,** if the split-up of an 
existing corporate business requires the controlling stockholder to devote 
time to the severed operation, his services to the corporation may have 
less value and require a reduction in his compensation or result, as in 
that case, in disallowance of a part thereof. 

Finally, when the division involves removal of assets from an existing 
corporation, the possibility of tax, at either capital gain or ordinary in- 
come rates, must be reckoned with, especially when substantial apprecia- 
tion has developed in tangible or intangible asset values. In such cases 
the future benefits must be weighed against the immediate tax costs. 

While this study is directed to the application of section 45, an analysis 
of the split-off cases considered by the courts reveals the development by 
the Commissioner of a two-pronged attack on such arrangements. He 


4410 T.C. 754 (1948) Acq., appealed by taxpayer to the Fourth Circuit on September 10, 
1948. The controlling stockholder of a corporation doing business as a commission dealer 
in fresh fruits and vegetables formed a sole proprietorship to take over the dealing in 
vegetables. The Tax Court held that each business reflected its true separate income 
and section 45 was not applicable, but disallowed part of the salary paid such stockholder 
by the corporation. 
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has not always relied wholly on section 45, and in some cases has even 
abandoned that section in favor of another theory, which must therefore 
be considered here. 

In the earlier cases, exemplified by Briggs-Killian Co.,° the Com- 
missioner unsuccessfully relied entirely on section 45 to effect a transfer 
or allocation of the net income of an individual undertaking by stock- 
holders to their controlled corporation. 

In Seminole Flavor Co.,** the section 45 contention was again advanced 
as the principal basis for the Commissioner’s effort to transfer partnership 
net income to a corporation controlled by the partners and was again 
rejected by the Court. On this argument the Court pointed out that the 
Commissioner was endeavoring to combine the net incomes of two enter- 
prises, though section 45 gave no such authority but merely provided for 
allocation of items of income or deduction. It further cited the Com- 
missioner’s own regulations, which state that section 45 “is not intended 
to effect . . . such a distribution . . . as would produce a result equiva- 
lent to a computation of consolidated net income.” The Commissioner's 
action, said the Court, produced such a result. 

In this case the Commissioner advanced his second argument, namely, 
that the existence of the partnership should be ignored. Apparently his 
point was not advanced as an alternative theory and was not as fully 
developed as it was in later cases, having been used in the Seminole case 
largely to buttress the section 45 position. As stated by the Court: 


Actually, the principal force behind all of the Commissioner’s argument is 
that the petitioner could as well have doné all the things that the partnership 
did and reaped all of the earnings of the related enterprises. Since petitioner 
could have had the earnings, the Commissioner would make it so by exer- 
cising the authority conferred by section 45. The same type of argument 
was made in the Koppers case, . . . which rejected the argument in language 
equally apt to the present contention, due allowance being made for factual 
differences .. . 


‘The answer, however, to this argument is that petitioner did not do 
this. It was free to and did use its funds for its own purposes. It was 


4540 B.T.A. 895 (1939) Acq. The two stockholders of the taxpayer corporation 
engaged in the contracting business, entered into an agreement with a third party to 
supervise, manage and finance a paving contract the latter had obtained. One stockholder 
rented equipment from the taxpayer corporation and the other financed the undertaking, 
and they divided the profits arising from the agreement with the third party upon the 
same basis as their stock ownership in the taxpayer corporation. The Tax Court 
held that the agreement with the third party was an individual undertaking in which 
the taxpayer corporation had no interest and section 45 was therefore inapplicable. 

46 4 T.C. 1215 (1945) Acq. The stockholders of a corporation engaged in manufac- 
turing and selling soft drinks and concentrates formed a partnership for the sale and 
distribution of the corporation’s products. The Tax Court held that the profits of the 
partnership could not be allocated to the corporation under section 45. 











TAX LAW REVIEW [Vol. 4: 


under no obligation to so arrange its affairs and those of its subsidiary 
as to result in a maximum tax burden. On the other hand it had a clear 
right by such a real transaction to reduce that burden. Helvering v. 
Gregory, 293 U.S. 465; Chisholm v. Commissioner, 79 Fed. (2d) 14; 
Commissioner v. Gilmore Estate, 130 Fed. (2d) 791; Coca-Cola Co. v. 
United States, 47 Fed. Supp. 109; Commissioner v. Kolb, 100 Fed. 
(2d) 920.’ 

Here the stockholders used their separate funds to organize a new business 
enterprise which entered into a contract with the corporation to perform cer- 
tain services for a consideration that we consider fair in the light of the previous 
experience of the corporation. Since there was no obligation on the stock- 
holders to arrange their own and the petitioner’s affairs so as to result in a 
maximum tax burden, cf. Stanley D. Beard, 4 T.C. 756, we should give 
effect to the realities of the situation and recognize the existence of the part- 
nership, and we so hold.*? 


In John Wachtel Corp.,** the Commissioner’s principal argument was 
that the partnership therein created was “a sham and unreal” and “‘is a 
bald and mischievous fiction” and should be ignored. After pointing out 
that a valid and completely functioning partnership existed and conducted 
real business operations with a clear line of demarcation between its affairs 
and those of the corporation, the Court went on to say: 


. . . We know of no law which prevents stockholders of a corporation 
from changing the operation of a business by a corporation to operation by 
a partnership. That is frequently done; and if the purpose is to avoid burden- 
some corporate taxes, it is not, by reason of that fact alone, invalid.*® 


By this time section 45 had been dropped to a secondary, alternative 
position, to be applied if the existence of the partnership was not ignored, 
but again, on authority of Seminole Flavor Co., the right to apply that 
section was denied. 

By 1946 the Commissioner appears to have dropped the efforts to re- 
assign net income, of a split-off enterprise, under section 45. In one case, 
Ames Theatre Co.*° decided that year, the section 45 contention was 
dropped and it was not raised in two others, Barg’s Bottling Co.” and 


474 T.C. 1215, 1235 (1945) Acq. 

484 TCM 768 (1945). A corporation transferred its business and current assets and 
leased its physical assets to a partnership consisting of three of the five stockholders. The 
Tax Court held that the Commissioner erred in including the net profit of the partnership 
in the corporation’s gross income under section 45. 

494 TCM 768, 771 (1945). 

505 TCM 44 (1946). A corporation, as owner of a number of theatre buildings operated 
by it as such prior to the taxable year at issue, leased the buildings to a partnership 
formed by its stockholders. The Tax Court recognized the separate existence of the 
partnership. 

515 TCM 505 (1946). The stockholders of a corporation bottling soft drinks formed 
a partnership which purchased and distributed substantially all of the corporation’s output. 
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Fair Price Stations, Inc.°* Here he relied on the contention that the 
split-off partnerships were shown “completely lacking in business pur- 
poses” and that the partnership income was taxable to the corporation 
under the general gross income provisions of section 22(a). 

In dealing with the rationale of the Higgins v. Smith * case, the Tax 
Court said in the Ames Theatre decision: 


.. . He relies upon Higgins v. Smith, 308 U.S. 473, in which the Supreme 
Court said that the Government need not acquiesce in the taxpayer’s elec- 
tion of the most advantageous form for doing business, if, upon looking at 
the realities, it appears that the method employed for doing business or 
carrying out a challenged tax event is unreal or a sham. Conversely, he-v- 
ever, the Government may not require a taxpayer to adopt that form of doi 
business or carrying out a taxable transaction which is most advantageous to 
the Government. Moline Properties, Inc. v. Commissioner, 319 U.S. 436; 
Seminole Flavor Company, 4 T.C. 1215; Chisholm v. Commissioner, 79 Fed. 
(2d) 14, reversing 29 B.T.A. 1334, certiorari denied 296 U.S. 641; Koppers 
Co., 2 T.C. 152; Briggs-Killian Co., 40 B.T.A. 895.5 


The Gregory v. Helvering principles were similarly dismissed in Fair 
Price Stations, Inc. when the Court said: 


. . . This case is far indeed removed from that of a corporation, or other 
entity, organized for some temporary purpose ‘having no relation to business,’ 
and immediately put to death when the temporary object is attained. Gregory 
v. Helvering, 293 U.S. 465, relied on by the respondent. We see here a 
partnership, still after several years; in existence, and still carrying on ac- 
tively the business for which it was created; that is, operating some eight 
gasoline filling stations in several cities. In the face of that fact alone, it is 
not easy to arrive at any conclusion that there is no business purpose. We are 
affected here more by what has actually happened than by the perhaps mixed 
motives for setting up the partnership. The history is more important 
than any original plan. Regardless of tax motives entering into considera- 
tion in the beginning, this partnership has in fact transacted business, on no 
small scale.*® 


Finally, the metamorphosis was completed in 1948, when after failing 
in the “sham and unreal” and section 22(a) arguments in Buffalo Meter 
Co.,°* with section 45 being advanced only as a secondary possibility, the 


The Tax Court held that section 45 was not applicable (even though the Commissioner’s 
brief did not cite this section) and that the partnership was not a sham. 

525 TCM 401 (1946). The stockholders of a corporation formed a partnership which 
leased stations and bought gasoline from the corporation. The Tax Court held cach to 
be a separate business and refused to combine their incomes. 

53 308 U.S. 473 (1940). 

545 TCM 44, 46 (1946). 

555 TCM 401, 408 (1946). 

5610 T.C. 83 (1948) Acq. The stockholders of a corporation engaged in the manufac- 
ture and sale of liquid meters organized a partnership to take over,part of the business. 
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Commissioner reverted to section 45 as his sole argument in Miles-Conley 
Co., Inc. but with no more success than before. Here the contradiction 
in the Commissioner’s position was pointed up by the Court in stating: 





. . . The respondent does not deny that A. Carlisle Miles did operate and 
conduct a business. Indeed, before section 45 could be applied by respondent, 
it would be necessary that there exist ‘two or more organizations, trades, or 
businesses . . . owned or controlled by the same interests.’ 

If the income here in question represented a profit of the corporation 
realized not by it but by the proprietorship as a result of a shifting of interests 
for the purpose of avoiding such realization for taxation, then section 45 
would be applicable. See Asiatic Petroleum Co. (Delaware) Ltd., 31 B.T.A. 
1152, aff’d. 79 Fed. (2d) 234. This is not the situation present in the instant 
case. Although respondent, in his brief, makes statements to the effect that 
Miles shifted profits of the corporation to his individually-owned company, it 
is apparent that he does not mean that unrealized earnings of the corporation 
were shifted to the proprietorship for the purpose of permitting the realiza- 
tion of the profits by, and their taxation to, the proprietorship. His true 
position is more exactly stated in the following sentence: ‘It thus appears 
that commissions which would ordinarily have been earned by the petitioner 
were shifted to the individually owned business of Mr. Miles.’ 

. . . The respondent, in this case, recognizes the corporation, but disre- 
gards the individual. Even his disregard of the individual is provisional and 
paradoxical. His position appears to be that the sole proprietorship is recog- 
nized for the purpose of invoking section 45 and that the reason section 45 is 
applicable is that, in reality, the sole proprietorship does not exist because it 
is not useful to the legal fiction of the corporation.®* 


The Court went so far as to assume that the arrangement was not for 
corporate business purposes, yet held section 45 inapplicable, stating : 


. . . However, we know of nothing in the Internal Revenue Code, and 
no cases have been called to our attention which would justify a disregard of 
the existence of a sole proprietorship because of any lack of business purpose 
quoad the corporation. In the instant case we assume arguendo that the 
purpose of A. Carlisle Miles in causing the petitioner to relinquish its deal- 
ing in vegetables and in organizing and conducting the business in vegetables 
as a sole proprietorship was not to further the best interests of the corporation, 
but was to further his own best interests (including the minimizing of total 
taxes payable by him and his controlled corporation). We are, nevertheless, 
unable to conclude that these assumed facts compel us to merge the actuality 
of the sole proprietorship into the fiction of the corporation for tax purposes, 
or to disregard A. Carlisle Miles as a separate taxable entity.** 


The corporation rented floor space and machinery to the partnership at a fair rental and 
sold its output to the partnership at market prices. The Tax Court held that the corpora- 
tion was not taxable on the income of the partnership either under section 22(a) or under 
section 45. 

5710 T.C. 754, 762 (1948) Acq. 

58 Jd. at 763. 
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Of course the Commissioner has been sustained when profits were 
arbitrarily shifted or the alleged separate business was, in fact, unreal 
and a sham, conducted no business nor contributed capital or services to 
its alleged operations. Thus, in Forcum-James Co.,°° a corporation and 
a partnership formed by its stockholders, entered into a joint venture with 
others to perform a construction contract. The income received by the 
partnership was allocated to the corporation under section 45 because the 
Court found that the income was earned neither through any work per- 
formed by the partnership nor through any partnership resources used in 
the venture. In R. O. H. Hill, Inc.,°° stockholders of a corporation formed 
a partnership which entered into an agreement with the corporation under 
which the latter would do certain printing for cost plus 10 percent and 
would turn over to the partnership the balance of the sales price it 
collected. The Court considered the partnership income that of the cor- 
poration because the partnership did not contribute services or capital to 
the production of the income. 

None of the cases discussed above in connection with splitting income 
has as yet been passed upon by the Supreme Court. In Forcum-James Co." 
and Miles-Conley Co.,* the taxpayers have appealed to the circuit courts. 
In Seminole Flavor Co.* and Buffalo Meter Co.,** the Commissioner 
has announced acquiescence. 

A study of the applicable cases indicates that splitups can be sustained 
if the following precautions are taken: (1) Each business must maintain 
separate books of account which reflect its true net income; (2) The 
division of a business must result in units which are separable and are 
operated as such. For example, selling and distributing may be separable 
from the manufacturing operations; * the operation of property may be 
separable from its ownership; °° commission activities may be separable 
from trading activities;°’ and different manufacturing operations may 
be separable. 


597 T.C. 1195 (1946) Acq., appeal filed by taxpayer with Sixth Circuit on May 12, 
1948, 

609 T.C. 153 (1947) Acq. 

617 T.C. 1195 (1946) Acq. 

6210 T.C. 754 (1948) Acq. 

634 T.C. 1215 (1945) Acq. 

6410 T.C. 83 (1948) Acq. 

85 See notes 46 and 51 supra. 

86 See notes 50 and 52 supra. 

87 See note 38 supra. 

68 See note 56 supra. 
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TAXPAYERS’ EFFORTS TO COMBINE SEPARATE OPERATING RESULTS 


Taxpayers have been just as unsuccessful in combining the operating 
results of separate organizations (other than through consolidated re- 
turns) as the Commissioner. An excellent example is provided by the 
case of National Carbide Corp.*® Four wholly-owned subsidiaries had 
contracts with the parent, whereby they managed and operated plants 
turned over to them by the parent for that purpose and sold the products 
thereof. In accordance with the contracts, the subsidiaries gave the parent 
all profits except a nominal amount of 6% of their outstanding stock. 
The Tax Court upheld this arrangement on the theory that the parent 
controlled the subsidiaries so completely as to nullify their separate 
entities. The Second Circuit reversed the decision and held that the 
separate corporations were not shams and must be recognized. The 
Court stated : 


Airco [the parent corporation] found it more convenient in its manufacture 
and distribution to adopt a quadruplicate form than to deal directly with third 
persons itself. Whatever its reasons, they were business reasons, and the 
corporations it used were ‘corporations’ within any interpretation of the 
law. That is enough; it must accept the consequences of that choice; and it is 
not material that it retained the directions of their affairs down to the 
minutest detail, that it provided them with their assets, that it stood back of 
their liabilities and took all their profits. 


In Maine Central Transportation Co.,"° a railroad required its sub- 
sidiary to pay over all profits in excess of $500 from the operation of 
motor lines. The Court sustained the Commissioner’s disallowance of 
such payments as a deduction to the subsidiary, on the ground of not 
being ordinary and necessary and also on the ground that the income 
received by the parent could be allocated to the subsidiary under section 45. 
The Court implied, however, that if the payments of the profits of the 
subsidiary to the parent had constituted reasonable consideration for the 
subsidiary’s use of the parent’s terminal, traffic and ticket office facilities, 
the payments might have been allowed as deductions to the subsidiary. 

In Birmingham Ice & Cold Storage Co. v. Davis,” two corporations 
controlled by the same interests operated ice plants. They claimed that a 
joint venture was entered into to develop a more efficient method of opera- 
tion, which was accomplished by having one corporation shut down except 
at the peak of the season. As consideration therefor the corporation re- 


698 T.C. 594 (1947), rev'd, 167 F.2d 304, 307 (C.C.A.2d 1948), certiorari applied for 
by taxpayer, July 14, 1948. 

70 42 B.T.A. 350 (1940), remanded pursuant to stipulation, C.C.A.1st January 5, 1943. 
71112 F.2d 453 (C.C.A.5th 1940). 
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maining open throughout the year distributed part of its earnings to the 
other. The Tax Court sustained the Commissioner’s allocation of such 
income to the corporation which earned it, holding that the taxpayer did 
not overcome the Commissioner’s findings that there was no fixed or 
definite plan for joint operation nor for the distribution of profits. 

In Interstate Transit Lines v. Commissioner,” the parent conducted an 
interstate bus line which ran into California. Since it could not itself 
conduct the related intrastate bus operation in California, it formed a 
subsidiary primarily for that purpose. The subsidiary also did some 
interstate business. A contract was entered into whereby the parent com- 
pany agreed to pay the subsidiary’s losses and was entitled to receive the 
subsidiary’s profits. The Supreme Court (with three dissents) refused to 
ignore the separate corporate entity of the subsidiary, and further held 
that the loss of the subsidiary, arising from intrastate activities, could not 
be deducted by the parent as an expense of its business. 

The four cases discussed above again illustrate the interplay between 
section 45 and other principles of taxation. Section 45 provided the basis 
for the Commissioner’s adjustments in the Maine Central and Birming- 
ham Ice cases and they were decided by the courts under the provisions 
of that section, although there is a suggestion in some parts of the opinions 
that the Commissioner’s allocation or disallowance might be appropriate 
regardless of section 45. 

In the National Carbide ™ case, the Commissioner’s deficiency notice 
stated that the disallowance was made pursuant to an allocation under 
section 45, but neither the Tax Court nor the Circuit Court makes any 
reference to that section. There, a transference of profits was involved 
and the deduction was denied the subsidiary entirely on the ground that, 
as deductions, they were not ordinary and necessary expenses of the 
taxpayer. 

In the Interstate "* case, the basis for the Commissioner’s disallowance, 
if any appears in the deficiency notice, is not stated in the decision, nor 
does the Commissioner appear to have argued the applicability of section 
45. Similarly, it is not considered by the Tax Court, except indirectly, 
when the Court cited its Maine Central decision in support of its opinion. 
On the other hand, there is no reference to section 45 in the opinion of 
the higher courts. Here again, therefore, the fact that for one reason or 
another section 45 may be held inapplicable does not assure that inter- 
corporate arrangements between taxpayers will be sustained. 

The position of the Supreme Court is still not clear. It is not impossible 


72 319 U.S. 590 (1943). 
73 Note 69 supra. 
74 Note 72 supra. 
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that under circumstances varying from those in the /nterstate case a dif- 
ferent conclusion may be reached. There were three dissents from the 
Interstate majority opinion, and the Court was there dealing with the 
results of a business that the parent company could not itself legally con- 
duct, namely, intrastate business in which it was not legally permitted to 
engage. Further, there is an inference that to the extent the loss did 
result from interstate business, it might have been properly assumed by 
uue parent, but that question was not definitely decided in the absence of 
a record showing how much of the loss arose from interstate business. 
While the Tax Court in its decision distinguishes the National Carbide 
case from the /nterstate case, in part because the former involved business 
operations of subsidiaries that could have been legally conducted by the 
parent, the Circuit Court disregarded that distinction without discussion. 


ALLOCATION OF EXPENSES PERMITTED 


While it is thus clear that two separately conducted business operations 
cannot be put together under section 45, it is necessary that expenses be 
properly deducted by the business entity to which they apply. This is 
clearly so even if the two businesses have not resulted from a split-up of 
a previously existing single enterprise, and follows even though the busi- 
ness to which an expense or loss has been allocated by the Commissioner, 
cannot obtain any tax benefit or saving through the deduction of the 
item so allocated."* Likewise, as in Southern College of Optometry,” 
section 45 is applicable if the controlled: business to which the Com- 
missioner has allocated an expense or loss is a tax-exempt organization. 

The expenses directly applicable to a controlled business may be 
allocated to that business when another organization in fact paid and 
deducted them.”* Further, when expenses are incurred by one organization 
directly on its own account but for the benefit of itself and other organi- 
zations, such expenses may be prorated on a reasonable basis. The por- 
tion so prorated to the other organizations may be allocated by the 
Commissioner and the deduction denied to that extent to the organization 
that actually incurred the expense in the first instance.” 

On the other hand, the Commissioner has failed to sustain an allocation 
of expenses, such as advertising expenses, where the controlled organiza- 
tion to which he proposed to allocate a portion thereof had no direct 
interest in the products advertised. When the taxpayer, which has made 


75 National Securities Corp., note 34 supra. 

76 See note 13 supra. 

77 Joseph J. Harris, Inc., 5 TCM 480 (1946). 

78 Glenmore Distilleries Co., 47 B.T.A. 213 (1942) Acq. 
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such a proration and allocation of operating expenses applicable to other 
controlled organizations, establishes that the organization to which such 
allocation was made benefited therefrom and that the method of appor- 
tionment was reasonable, the effort to reverse the taxpayer’s original 
allocation was not sustained.” 


TRANSFERS TO SHIFT POTENTIAL GAINS OR LOSSES 


Intercompany Sales. Frequently potential gains or losses which have 
not been registered arise as the result of appreciation or depreciation in 
the value of property, and where the owner thereof cannot offset the 
gains by other losses or utilize potential losses because of the lack of off- 
setting profits, efforts have been made to shift such gains or losses to 
another business which might offset the gain or utilize the loss. 

In the case of potential losses, while the Commissioner relied on section 
45 in one case, G.U.R. Co.,* he did not have to apply that section to 
accomplish the same result in Pennsylvania Indemnity Co.* and Majestic 
Securities Corporation,®* 

In each of the foregoing cases securities were sold by one organization 
to another at more than market value. Subsequently the purchaser sold 
such securities at a loss, not only as against the price it actually paid for 
them but as against the market value at the time they were acquired. In 
the Pennsylvania Indemnity and Majestic Securities cases the deduction 
of the loss to the extent of the difference between the price paid and the 
market value when acquired was denied not because of section 45, which 
was not considered, but because the Court deemed the excess to be some- 
thing other than the purchase price of the securities it purported to be. 
In those cases the securities were purchased at a fictitiously high price 
for the purpose of improving the financial condition of the seller, which 
was obviously the result when it received more than its property was 
worth, 

G.U.R. Co. apparently involved a different situation, as the indicated 
purpose was to benefit the financial position of the purchaser. The prop- 
erty (securities) was taken over in settlement of a debt from the pur- 
chaser’s principal debtor, thus giving it bankable collateral, whereas the 
debt could not be so used. The outside sale occurred some three years 
later, That case was argued under section 45. The Commissioner 
allocated (presumably to the prior owner) the difference between the 


79 Essex Broadcasters, Inc., 2 T.C. 523 (1943) Acq. 

80 4] B.T.A, 223 (1940), aff'd, 117 F.2d 187 (C.C.A.7th 1941). 

81 30 B.T.A. 413 (1934), aff'd, 77 F.2d 92 (C.C.A.3d 1935), cert. denied, 296 U.S. 588 
(1935). 

82 42 B.T.A. 698 (1940), aff’d, 102 F.2d 12 (C.C.A.8th 1941). 
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price paid for the securities and the then market value, and the disal- 
lowance thereof to the taxpayer was sustained by the Court without 
reference to the Pennsylvania Indemnity case which had previously been 
decided by the same Court on the grounds previously described. Possibly 
this case was argued under section 45 because the indicated purpose in 
the G.U.R. Co. case was to benefit the purchaser and not the seller, which 
might have made it difficult to hold that the excess was paid to benefit the 
~ecipient thereof. 

In holding section 45 applicable, the Tax Court stated in the G.U.R. Co. 
case: 


Here, by buying from its affiliate at an inflated price what it might have 
bought on the market for a small fraction of the same figure, petitioner 
avoided, or claims to have avoided, the payment of tax on a part of its true 
income through offsetting a capital loss largely acquired from its affiliate. 
It attempted to obtain ‘the realization for taxation’ of such a loss by trans- 
fer to it from ‘another branch of the same business enterprise in a way 
which only changed its place in the business set-up.’ ** 





The Court here looked upon the intercompany transaction as one in- 
tended to evade tax. On the other hand, in National Securities Corpora- 
tion ** the Court looked upon the result as one which “would not clearly 
reflect its income for the taxable year.” Regardless of the reasoning, 
however, it is clear that section 45 will operate to prevent the shifting of 
losses, for tax-saving purposes, by sales between similarly controlled 
organizations at fictitiously high prices which result later in a fictitiously 
high loss to the taxpayer who makes the outside sale. 

Where the loss is allocated under section 45 it is deductible by the 
other taxpayer to which it is allocated, but, presumably, equal tax benefit 
could not be obtained by that taxpayer or else the Commissioner would 
not have proposed the allocation in the first instance. Along the same 
line the Pennsylvania Indemnity case may have been argued on the theory 
of disallowance of excessive cost rather than on that of allocation of loss 
under section 45 because, as pointed out in the dissenting opinion, neither 
the parent nor its subsidiary was allowed to deduct the loss, whereas if 
the subsidiary had sold the securities to its parent at market value, it 
would have sustained a deductible loss. Had the loss been allocated to the 
subsidiary under section 45 it would then have been entitled to deduct 
the loss. 

The possibility of this dual basis for disallowance should not be over- 
looked because, as discussed more fully later, section 45 would not be 
applicable if the business which made the intercompany sale no longer 


83 41 B.T.A. 223, 225 (1940), aff'd, 117 F.2d 187 (C.C.A.7th er 
84 Note 34 supra. 
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existed when the purchaser sold the securities to outsiders (there was a 
three-year interval in the G.U.R. Co. and Majestic Securities cases). 

Similarly, sales at fictitiously low prices in order to effect a shifting 
of potential profits have also been unsuccessful. In Asiatic Petroleum 
Co.,*° the taxpayer endeavored to avoid taxes by selling securities to a 
foreign affiliate at cost, which was considerably below the market value. 
The foreign affiliate then sold the securities outside the United States, su 
that in so far as it was concerned, the profit did not constitute income 
from United States sources and was not subject to United States tax. 
The Commissioner allocated the profit to the domestic corporation and 
thus succeeded in subjecting it to tax. 

Nontaxable Exchanges. As indicated, where sales are made at fictitious 
prices the hoped-for tax savings may be denied through a disallowance 
of the alleged purchase price for determining subsequent loss and without 
the application of section 45. A more serious problem is presented when 
the property involved is made the subject of an intercompany transfer 
on a nontaxable basis under which the basis of the transferor carries over 
to the transferee. Nevertheless, in such a situation the Court found no 
difficulty in sustaining the Commissioner’s allocation of the loss to the 
transferor, under the provisions of section 45, to the extent of the dif- 
ference between the transferor’s basis and the market value at the time 
of the transfer. 

In National Securities Corporation,*® a parent company transferred 
certain shares of stock to a wholly-owned subsidiary pursuant to a tax- 
free exchange under the provisions of section 112(b)(5). The sub- 
sidiary claimed that it was entitled to deduct a loss on a sale later in the 
same year measured by the difference between the basis in the hands of 
the parent ($140,000) and the sales price ($7,000) and that the denial 
of the claimed deduction by the application of section 45 deprived it of 
the right conferred by sections 112(b)(5) and 113(a)(8). These sec- 
tions provide, in short, that where property is transferred to a corpora- 
tion in exchange for its stock and the transferor remains in control of 
the corporation, no gain or loss shall be recognized on the transaction and 
the basis for computing gain or loss to the transferee shall be the same 
as it was in the hands of the transferor. Such provisions are applicable 
even though, as here, there was an isolated transaction involving only 
one security, with a previously existing subsidiary. 

The Court upheld the Commissioner because the application of section 
45 relates to the right of deduction rather than the computation of the 
amount of the deduction. Sections 112 and 113 were intended to regulate 


85 Note 9 supra. 
86 Note 34 supra. 
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the time when certain gains or losses are to be recognized and the sub- 
sequent tax basis when recognition is deferred. Section 45, on the other 
hand, is addressed to the wholly different problem of providing a more 
appropriate manner of allocating deductions in particular situations in 
which the strict application of the other provisions of the Act will result 
in a distortion of the income of organizations controlled by the same 
interests. 

The Court also observed that in every case in which section 45 is applied 
its application will necessarily result in an apparent conflict with the 
literal requirements of some other provision of the Act. If this were not 
so, the section would be wholly superfluous. Its application may not, 
therefore, be denied because it appears to run afoul of the literal pro- 
visions of sections 112(b)(5) and 113(a)(8) if the Commissioner’s 
action in allocating a loss under the provisions of section 45 was a proper 
exercise of the discretion conferred upon him by the section. 

That it was the intention of Congress to superimpose, at least to some 
extent, section 45 on other provisions of the taxing statute, including 
sections 112 and 113, is clear from the Finance Committee Report on the 
Revenue Act of 1943. Therein it is stated: 


.. . A substantial number of the code provisions, like sections 112, 113, 
and 141, are especially designed to remove tax impediments from such busi- 
ness transactions. It is nonconformity to the basic policies of these provisions 
of the code which is denoted by tax avoidance in section 129, and it is in the 
light of these basic policies that section 129 would necessarily have to be 
applied and administered. Such is also the case under section 45 and under 
the principles applied in the absence of the explicit statutory language. The 
National Securities and Spreckels cases cited above aptly illustrate such non- 
conformity, violating in those cases the basic policies of the deduction provi- 
sions, and in the Spreckels case, the consolidated returns provisions. The 
test of this nonconformity is, as was indicated in Higgins v. Smith, whether 
the transaction or a particular factor thereof ‘distorts the liability of the par- 
ticular taxpayer’ when the ‘essential nature’ of the transaction or factor is 
examined in the light of the ‘legislative plan’ which the deduction of credit 
is intended to effectuate.*” 


The Conference Report on the 1943 Revenue Act confirms the intention 
as well as the broad intent of section 45 in the following: 


. . . As contrasted with the House bill, the conference agreement narrows 
the scope of the section, considered desirable in view of the extent to which 
the House provision overlapped the broad provisions of sections 45 of the code 
(control cases) and 141 of the code (affiliated cases), and of the principle of 
Higgins v. Smith (308 U.S. 473), and in order to emphasize the special 
function of the section, namely, to give tax enforcement agencies a clear 


87 Sen. Rep. No. 627, 78th Cong., Ist Sess. 58-61 (1943). 
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basis for administration in those areas in which abuses are most apt to occur. 
The shifting within a controlled group of property or an enterprise in the 
attempt to preserve to the transferor, or the underlying interest, a deduction, 
credit, or allowance reasonably related to the property or enterprise once 
owned but since parted with, is governed by section 45, as is a similar shift 
designed to afford the new owner a deduction, credit, or allowance, having a 
reasonable relationship to the old owner but not with the new.** 


Many transactions governed basically by sections 112 and 113 are 
consummated solely for business purposes and not to shift the incidence 
of gains or losses or, in other words, to avoid or evade taxes in that 
respect. The serious problem that now exists is the extent to which section 
45 may be applied to allocate losses or gains in cases where it may not 
even have been known at the time of the transfer of property that any 
tax benefit might result from then existing appreciation or depreciation. 

Had the Tax Court and the Circuit Court in the National Securities 
case rested their decisions on the ground that the purpose of the transac- 
tion was to avoid taxes, a reasonable and really essential limitation on the 
powers of the Commissioner under section 45 would have been imposed. 
Stating that it was not impressed by the business reasons advanced for 
the transaction, the Tax Court indicated it was not wholly satisfied as to 
the purpose of the transaction. Yet it refused to go so far as to say that 
evasion was involved, and rested its support of the Commissioner in 
applying section 45 on the grounds that the allowance of the entire loss 
to the transferee “would not clearly reflect petitioner’s (transferor’s) in- 
come for the taxable year.” The Circuit Court confirmed that conclusion. 

It is difficult to see how a certain type of transaction involving the 
shifting of a potential loss, that does not result in a clear reflection of 
income in one case, would not have the same result in all cases whether 
evasion or avoidance of taxes were involved or not. There would appear 
to be some danger, therefore, that the Commissioner could apply section 45 
in any case in which a potential loss is carried over to a transferee under 
the provisions of sections 112 and 113, including section 112(b) (6) 
liquidations. 

Certainly, however, Congress could not have intended such a result. 
There is a clear inference to that effect in the Finance Committee Report,” 
which describes the basic policies under which the provisions of sections 
112, 113 and 141 were included in the taxing statute, namely, to remove 
tax impediments from bona fide business transactions and the bona fide 
conduct of a business, and refers to the National Securities case as one 
involving nonconformity with that basic policy and denoting tax avoid- 


88 H. R. Rep. No. 1079 (Conference Report), 78th Cong., 2d Sess. 53-55 (1944). 
89 See note 87 supra. 
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ance. While evasion or avoidance of taxes was not specifically found to 
exist in the National Securities case, there is a clear suggestion that the 
transaction involved a tax reduction device and was not a transaction 
motivated purely by sound business reasons. In the light of the explana- 
tion of the Congressional committees, it would appear that Congress 
intended section 45 to apply only to such cases falling under sections 112 
and 113 as do not conform to the basic policies surrounding their inclusion 
in the taxing statutes but denote tax avoidance. 

The same conclusion can be reached from another approach. If tax 
avoidance was not involved in such a situation as existed in the National 
Securities case but nevertheless income was not clearly reflected, can it 
be said that it was the intention of Congress to give the Commissioner 
authority to allocate under section 45 losses or profits to a transferor 
when Congress deliberately required, by the provisions of sections 112 
and 113, that such gains or losses be recognized as those of the transferee ? 

It must be remembered here that the forerunner of section 45 first 
appeared in the Revenue Act of 1921, at which time there were limited 
nonrecognition provisions. The broad provisions of sections 112 and 113 
as presently constituted did not appear in the taxing statutes until later. 
Congress then knew that the Commissioner had the right to allocate in- 
come or deductions if the taxpayer’s income was not clearly reflected, yet 
it deliberately required that the deduction be taken or the income be 
reported by the taxpayer whose income, as a result, would not be clearly 
reflected. 

In the light of the foregoing, one can cértainly entertain the reasonable 
expectation that in due course, when other cases reach the courts for 
decision, the broad holding in the National Securities case will be limited 
to situations in which it is found that tax avoidance requires the allocation 
and that in the absence thereof section 45 may not be applied. 

Entirely aside from the foregoing, of course, is the fact that in many. 
if not most, section 112 transactions the transferor corporation is dis- 
solved. Section 45 gives the Commissioner authority to allocate a deduc- 
tion from one taxpayer to another. Where the transferor has ceased to 
exist as a business entity, the Commissioner has no other business to 
which the deduction can be properly allocated. However, the author is 
aware of a number of situations in which section 112 has resulted in 
the complete transfer of business and assets from one corporation to 
another, but the corporate entity of the transferor organization has been 
retained as a shell, without real capital or business, for name-protecting 
purposes. Until the danger of the broad holding in the National Securities 
case is clearly eliminated, it appears desirable to dissolve the shells that 
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have been retained and completely remove any possibility of the Com- 
missioner making an allocation. 

The same protection is available in cases involving sales at prices not 
reflecting the then market value. Here also the Commissioner would not 
have another organization or business to which to allocate the gain or 
loss. That possibility may not be of much value in connection with a loss 
that has been shifted through a fictitiously high price in the light of the 
Pennsylvania Indemnity °° and Majestic Securities ® decisions, which 
merely denied the loss deduction. However, there may be cases, where 
potential gains have been transferred, in which the elimination of the 
transferor corporation can be accomplished. 

As to transactions since October 8, 1940, the provisions of section 129 
must be taken into account, for, as pointed out in the Finance Committee 
Report, the provisions of section 45, section 129 and the rationale of 
Higgins v. Smith,’ although overlapping to some extent, provide broad 
authority to the Commissioner to disregard, reverse or allocate the results 
of transactions which effect certain types of tax minimization,®* even 
though they do not go so far as to constitute evasion or avoidance of taxes. 
Nevertheless, as has been pointed out herein, not all tax minimization 
transactions or methods of doing business are beyond the pale. 


By-Propucts oF COMMISSIONER’S ALLOCATION 


Whenever the Commissioner is sustained in an allocation or realloca- 
tion of income or expense, particularly the former, certain corollary prob- 
lems necessarily follow. Allocated deductions may not, in fact, have been 
paid or sustained by the business to which the deduction has been re- 
allocated. Similarly, the organization or business to which income has 
been allocated for tax purposes may not, in fact, have received it. Do 
further tax consequences result from that fact? 

Reallocated Deductions. As to deductions the problem usually is not 
serious. Presumably the beneficiary of the Commissioner’s allowance of 
the deduction cannot benefit from it—at least to the same extent as the 
original claimant. If that were not so, the Commissioner would not 
bother to make the allocation. 

Frequently it makes no difference, except taxwise, to the controlling 
interests which enterprise actually pays the cost. Sometimes it may, as 
in the case of a partial disallowance to a United States enterprise, of a 


90 Note 81 supra. 
91 Note 82 supra. 
92 308 U.S. 473 (1940). 


93 There are no clear lines between evasion, avoidance, and minimization of taxes. 
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charge made by a foreign corporation not taxable in the United States 
on such income because arising abroad or otherwise nontaxable. When 
the income of such foreign corporation flows to a taxable entity through 
the dividend route, it becomes taxable to the latter. 

May such foreign corporation, for example, refund the disallowed 
charge to the United States enterprise without further tax? Logical 
analysis compels the conclusion that it may be done. A charge for an 
-xpense or an alleged service which has not been allowed as a deduction 
and accordingly has been indirectly subjected to tax, should not be taxed 
a second time. It must be regarded as either a gratuitous payment and 
hence not income, or as a reduction of a prior charge disallowed for the 
year originally made. 

Though the tax benefit rule in Dobson v. Commissioner ** covered the 
recovery of a deduction previously allowed without tax benefit, it should 
be equally applicable to the recovery of a disallowed deduction. In fact, 
the Commissioner in that case did not press for the taxation of the 
recovery of a loss which had not been claimed as a deduction in the year 
sustained, conceding that the issue was covered by G.C.M. 22163,°° which 
stated: “. . . taxpayers will not be required to return as income any 
amounts received in recovery of debts except to the extent that such 
debts have been previously claimed and allowed as deductions.” The Tax 
Court in Dobson extended the bad debt recovery rule to the recovery of 
other expenses or deductions and the Commissioner has conceded that 
extension.” 

Allocated Income. Where income has been allocated, two problems 
arise: May the entity to which it has been allocated recover the same 
without further tax? If the original recipient retains the income, are the 
tax consequences the same as though the income had in fact been received 
by the entity to which allocated and then paid over to the actual recipient ? 
When the former is a corporation and the latter a stockholder therein, 
a double tax is involved. 

The first question has not been considered in any court decision in- 
volving section 45, but here also the equitable principles relating to dis- 
allowed deductions should apply. Theoretically the income was from its 
inception that of the entity ultimately taxed, so its collection after it has 
been so taxed, should not result in further taxable income. 

Where part of a corporation’s business is taken over by a partnership 
consisting of the stockholders and section 45 applies, the Commissioner 
has taken the position that the partnership income is subject to double 


%4 320 U.S. 489 (1943). 
95 1940-2 Cum. BuLL. 76. 
96 Reg. 111, Sec. 29.22(b) (12)-1. 
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taxation, first to the corporation and then to the stockholders as a cor- 
porate distribution. In Seminole Flavor Co.” the Tax Court first refused 
to permit the application of the constructive dividend doctrine merely to 
compute potential tax liabilities to show that the individuals concerned 
avoided taxes, stating, “. . . it does not follow that section 45 also 
authorizes him [the Commissioner] to distribute as dividends to stock- 
holders, who are separate and distinct entities from the corporation, the 
amount so allowed.” The Tax Court there relied upon the Supreme 
Court’s statement that corporate earnings are not available to stockholders 
before the corporation makes such profits available, and held that the 
Commissioner cannot substitute his action for the requisite corporate 
action. The case did not involve an effort by the Commissioner to impose 
double taxes. 

However, when the direct question of double taxation arose in Forcum- 
James Co.,°* the Tax Court sustained the Commissioner in claiming the 
existence of a constructive dividend, involving a corporation and a 
partnership composed of stockholders owning a majority of the stock. 
The income received by the partnership was allocated and taxed to the 
corporation and then taxed to the individual partners on the theory that 
the corporation distributed such income to the partner-stockholders as a 
“preferential dividend.” The Tax Court cited with approval the rule that 
corporate distributions may constitute a dividend, notwithstanding that 
the formalities of a dividend declaration have not been observed, that the 
distribution is not recorded on the corporate books as such, that it is not 
in proportion to stockholdings, or even that some of the stockholders do 
not participate in its benefits. Nothing in the statute or decisions, held 
the Court, warrants the view that a dividend distribution loses its char- 
acter as such and becomes a deductible expense or cost of a contract 
merely because stockholders do not benefit equally from the distribution. 

The application of the foregoing principle of constructive dividend pay- 
ments had an unexpectedly fortunate effect in Hugh Smith, Inc.® where 
the Commissioner succeeded in allocating to a corporation income received 
by its majority stockholder. The corporation was held to constitute a 
personal holding company and subject to penalties for not filing the 
required returns. However, as a result of the Court’s holding that a 
constructive dividend resulted from the retention of the income by the 
stockholder after the Commissioner’s application of section 45, the credit 
for such dividend distribution eliminated the personal holding company 
tax. 


97 Note 46 supra. 

98 Note 59 supra. 

998 T.C. 660 (1947) ; taxpayer appealed other issues to the Circuit. Court of Appeals, 
Sixth Circuit, on September 15, 1947. 
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In another case involving two corporations, the Circuit Court went still 
further into the realm of make-believe to sustain the Commissioner. A 
realty corporation had paid out $40,000 in dividends, primarily from 
income allocated by the Commissioner to another corporation (manu- 
facturing cans), both owned entirely by a husband and wife in widely 
differing proportions. The husband (who apparently was in a higher tax 
bracket than his wife) received only $2,000 of the dividends. The Com- 
missioner took the position that inasmuch as the income was properly 
allocated under section 45 to the can corporation, the distribution of the 
dividend by the realty corporation from such income constituted a con- 
structive dividend payment by the can corporation. As a result, the 
Commissioner claimed that the husband was taxable not on the $2,000 
actually received from the realty corporation but on $32,000 (8/10ths of 
$40,000) which he would have received had the can corporation received 
the income and distributed it. (It is not of record whether he also sought 
to tax the husband on a constructive gift of $30,000 to the wife.) 

The Tax Court held the Commissioner’s action to be in error because 
it does not follow that the dividend may be regarded as declared and paid 
by another, or that stockholders may be taxable on dividends not actually 
received. The Eighth Circuit reversed the Tax Court, holding that the 
husband was taxable on dividends paid by the realty company from income 
properly attributable to the can company on the basis of his holdings in 


the can company and not on the basis of his holdings in the realty 
100 





company. 


APPLICATION OF SECTION 45 FOR TAXPAYER’S BENEFIT 


Of vital interest in considering section 45, is the question of whether 
its provisions may be invoked by taxpayers for their own benefit where 
income or deductions of companies controlled by the same interests have 
been distorted. 

Section 45 simply states, “. . . the Commissioner is authorized to 
distribute, apportion, or allocate. . . .”. The regulations, on the other 
hand, categorically state, “Section 45 grants no right to a controlled tax- 
payer to apply its provisions, nor does it grant any right to compel the 
Commissioner to apply such provisions.” 

An analysis of the development of the section indicates that the problem 
is not as free from doubt as indicated by the regulations and the almost 
unquestioned acceptance thereof by taxpayers. The same question arose 
under section 240(d) of the Revenue Act of 1921 which provided, 
“. . . the Commissioner may consolidate the accounts of such related 
trades or businesses, in any proper case, for the purpose of making 


100 Alfred W. Gordon, 29 B.T.A. 275 (1933), rev'd, 87 F.2d 663 (C.C.A.8th 1937). 
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an accurate distribution or apportionment of gains, profits, income 
deductions. . . .” 
In Roessler & Hasslacher Chemical Co., the Tax Court stated: 


If the Commissioner has failed to consolidate accounts, may the board 
require the consolidation of accounts, and if so, to what extent and under 


what circumstances? . . . None of these questions has been decided by this 
Board or by the courts. . . . Although we are not inclined to wholly disagree 


with the petitioner, we nevertheless find it unnecessary and therefore unwise 
to decide any of the questions suggested above, since in any event our judg- 
ment must be for the respondent. 

. . . Where some allocation is proper under Section 240(d), it is incum- 
bent upon a petitioner before this Board to prove a more accurate method of 
distribution or allocation than those suggested by this petitioner. . . .1 


In an earlier decision, Broadway Strand Theatre Co., involving the 
application of section 240(d) of the 1921 Act, the Tax Court stated 
(although it constituted dictum) : 


There is thus given to the respondent the authority in a proper case to 
consolidate accounts. Counsel for respondent contends that inasmuch as the 
respondent, in his discretion, has not found it necessary to consolidate the 
accounts, the relief requested should be denied. We are not convinced that 
the mere failure of the respondent to exercise the power given him by statute 
forecloses the relief to which a given petitioner may be entitled. We may in 
a given case based upon proper facts be of the opinion that a consolidation of 
the accounts would be in order. (Italics supplied) ?°* 


Section 240(d) of the 1921 Act was amended in the 1924 and 1926 
Acts so as to provide, “. . . the Commissioner may and at the request 
of the taxpayer shall, if necessary . . . consolidate the accounts. . . .” 
(Italics supplied) 

When section 45 was enacted in the Revenue Act of 1928, it pro- 
vided, ‘“. . . the Commissioner is authorized to distribute, apportion, or 
allocate. . . .” 

The regulations thereupon concluded, undoubtedly as a result of the 
deletion of the phrase “and at the request of the taxpayer shall,” that the 
Commissioner could not be compelled to apply such provisions. How- 
ever, there is no evidence that Congress intended the deletion to prevent 
the application of the section for the benefit of the taxpayer under all 
circumstances. The change in wording between section 240(f) of the 
1926 Act and section 45 of the 1928 Act was explained in the House 
Committee Report as follows: 


Section 45 is based upon section 240(f) of the 1926 Act, broadened con- 
siderably in order to afford adequate protection to the Government made 


10125 B.T.A. 915, 920 (1932). 
10212 B.T.A. 1052, 1057 (1928). 
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necessary by the elimination of the consolidated return provision of the 1926 
Act. The section of the new bill provides that the Commissioner may .. . 
allocate. . 

It has been contended that section 240(f) of the 1926 Act permits what 
is in effect the filing of a consolidated return by two or more trades or busi- 
nesses, even though they are not affiliated within the meaning of the section. 
Section 45 of the bill prevents this erroneous interpretation by eliminating 
the phrase ‘consolidate the accounts.’ (Italics supplied) 1% 
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An analysis of the foregoing statement of Congressional intent reveals 
the following: (1) distortions of income and deductions were to be 
accomplished through allocation rather than consolidatia,; the accounts ; 
(2) the change in wording was intended to broaden rather than restrict 
its applicability ; and (3) the term “the Commissioner is authorized to” as 
used in section 45 is equivalent to “the Commissioner may” as used in the 
Revenue Act of 1921. 

Thus, there is nothing in section 45 nor in the Committee reports, 
submitted in connection with the change in wording, to indicate that the 
change was intended unequivocally to deny taxpayers the benefits of 
section 45 under all circumstances. This proposition is supported by the 
statements appearing in the cases discussed in this section, wherein the 
courts indicate that a taxpayer may have the section applied for its 
benefit where the circumstances warrant and it is shown that the Com- 
missioner has abused his discretionary power in refusing to apply its 
provisions. Although it may be difficult to establish that fact, the existence 
of the right might prove invaluable where grave injustice would otherwise 
result. 

In Remco Steamship Co., the taxpayer attempted to invoke section 
240(f) of the Revenue Act of 1926 and section 45 of the Revenue Act 
of 1928 for its benefit. The Tax Court stated: 


In our opinion there is nothing in the provision of section 240(f) of the 
Revenue Act of 1926 or section 45 of the Act of 1928 which indicates Con- 


gressional intent to provide relief for taxpayers. The rule that requires. 


liberal construction of relief provisions does not apply in controversies there- 
under. The taxpayer basing its appeal on such provisions must adduce evi- 
dence sufficient to overcome the presumption of correctness which attaches 
to the determination of the Commissioner. 

. . . Counsel for respondent argues that denial of a request for con- 
solidating the accounts of two or more related trades or businesses is the 
exercise of a discretionary authority with which the Commissioner is 
clothed by act of Congress and, therefore, not subject to review by the Board. 
In this proceeding we have authority to redetermine the amounts of the dis- 
puted deficiencies for the years under review, as provided in section 274(a) 


103 H, R. Rep. No. 2, 70th Cong., Ist Sess. (1928). 
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of the Revenue Act of 1926. It follows, we think, that in such redeter- 
mination we have authority to review any act of the Commissioner that 
affects the amount of a deficiency which has been determined.’ 


In First Securities Corporation of Memphis v. Clements, the Com- 
missioner refused to apply section 45 of the Revenue Acts of 1928 and 
1932 (which is equivalent to the present section 45) for the benefit of the 
taxpayer. The District Court ruled as follows: 


I do not think any Court has the right to review the decision of the Com- 
missioner, except it plainly appears that he has acted arbitrarily and unrea- 
sonably. That, at least, is the holding of the Circuit Court of Appeals for 
this Circuit [Sixth]. He must not only act arbitrarily and unreasonably, but 
must act fraudulently and exceed the authorities that were given him, mali- 
ciously, and this Circuit holds that it must appear that it is arbitrary and 
unreasonable. 

I cannot find that as a fact. In my own mind I am convinced that every 
nickel of profit that the plaintiff made was the profit of the Bank. There 
is no question about it. . . . But it is quite different to find that, and to find 
that the Commissioner acted arbitrarily, and in error, and unreasonably in 
his decision. I just don’t see anything in the record that should justify that 
action or ruling.?°® 


Upon appeal, the Sixth Circuit held, 


. it not appearing that his [Commissioner of Internal Revenue] refusal 
to make such distribution, apportionment or allocation in these cases was 
arbitrary or an abuse of discretion, it is therefore ordered . . . that the 
judgments appealed from be ... . affirmed.’ 


In Autocar Co. v. Commissioner,*” the First Circuit overruled the Tax 
Court and stated that the dissenting opinion of the Tax Court presented 
its view. The dissenting opinion had stated, with respect to the tax- 
payer’s contention that section 45 should apply, “I think this is clearly a 
case where section 45 of the Revenue Act of 1928 and section 240(f) of 
the Revenue Act of 1926 should be applied. . . . I think the income for 
1926 and 1927 should be determined after consolidation of accounts, and 
for 1928 in accordance with section 45.” Although this case is not con- 
clusive because the application of section 240(f) of the 1926 Act to 1926 
and 1927 may have given substantially the same results without the 
necessity of applying section 45 to 1928, the opinion is nevertheless of 
value in establishing that the court has not ruled out the possibility of 
invoking section 45 for the benefit of the taxpayer. 


104 30 B.T.A. 579, 582, aff'd, 82 F.2d 988 (C.C.A.9th 1936), cert. denied, 299 U.S. 555 
(1936). 

105 39-2 USTC 99607 (D. C. Tenn. 1937), aff’d, 103 F.2d 1011 (C.C.A.6th, 1939). 

106 103 F.2d 1011 (C.C.A.6th 1939). 

107 See note 32 supra. 
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The difference between the provisions in the 1921 Act and those in the 
1924 and 1926 Acts was explained in G.C.M. 2856, as follows: 


Under the 1921 Act, however, the provision may be applied in proper 
cases at the discretion of the Commissioner, whereas under the later Acts 
the accounts must be consolidated at the taxpayer’s request when the statu- 
tory conditions are met.?% 


The same distinction applies between the 1924 and 1926 provision and 
the current section 45. 

On the basis of the foregoing court opinions with respect to the 1921 
provision and with respect to the current section 45 provision, it appears 
that the Commissioner could be forced to exercise his discretion in a 
proper case despite the regulations to the contrary. 

The proposition may be stated as follows: 

Under section 45 the Commissioner has the authority to exercise its pro- 
visions. The section grants no right to a controlled taxpayer to apply its 
provisions at will ; however, the taxpayer is not prevented from requesting 
that section 45 be applied. If such request is made, the burden of proof is 
on the taxpayer. If the request is denied by the Commissioner, the tax- 
payer may invoke the aid of the court provided it can.prove that the 
Commissioner’s actions are arbitrary and grossly unreasonable and that 
denial of its request would be so unjust as to constitute an abuse of 
discretion on the part of the Commissioner. 


CoNcLuUSION 


The authority of the Commissioner, under section 45, to determine the 
true net income of a controlled taxpayer extends to the following types 
of cases: 

(1) Improper accounting. 

(2) Fraudulent transactions. 

(3) Colorable or sham transactions. 

(4) Devices designed to reduce or avoid tax by shifting or distorting 
income, deductions, credits, or allowances. This would include a con- 
trolled taxpayer which so arranges its relationship with another taxpayer 
controlled by the same interests as to assign to it a disproportionate share 
of net income. A Congressional Conference Committee report has ex- 
plained such devices as follows: 

The shifting within a controlled group of property or an enterprise in 
the attempt to preserve to the transferor, or the underlying interest, a deduc- 


tion, credit, or allowance reasonably related to the property or enterprise once 
owned but since parted with, is governed by section 45, as is a similar shift 


108 VII-1 Cum. Butt. 128, 129 (1928). 
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designed to afford the new owner a deduction, credit, or allowance, having 
a reasonable relationship to the old owner but not with the new. 


5. Transactions in which, either by inadvertence or design, the taxable 
net incomes of controlled taxpayers are other than they would have been 
if the transactions had been conducted by uncontrolled taxpayers dealing 
at arm’s length. This would include controlled taxpayers who buy or sell 
to one another at prices above or below the current market, thus effecting 
an artificial distribution of profits." 

Assuming that exercised control by the same interests has been estab- 
lished, how far may the Commissioner go in changing the net income 
reported by the cortrolled business or taxpayer? Though section 45 is 
predominantly a factual problem, these conclusions from case studies 
are clear: 

(1) The Commissioner may not entirely disallow a proper deduction— 
he may shift it. 

(2) The Commissioner may not create income where none exists—he 
may shift that which does exist. 

(3) The Commissioner may not merge, consolidate or shift into one 
taxpayer the income of another business which is in fact separately con- 
ducted, even though the businesses constitute related functions of an 
overall enterprise and might have been, or at one time were, conducted 
as a single business. He may do so only if analysis reveals that one or 
more of the allegedly separate businesses were not in fact separate or 
had no real substance. 

4. The Commissioner may reallocate only actual income and deductions 
which have not been properly allocated by the taxpayers or adjust such 
intercompany charges as effect a maldistribution of actual income, loss or 
expense. 

109 H, R. Rep. No. 1079, 78th Cong., 2d Sess. 57 (1944). 

110 As to the possibility of a controlled taxpayer obtaining a Bureau ruling with respect 
to the propriety of its methods for determining the prices to be charged for products 
sold to other taxpayers controlled by the same interests, see Casey, Closing and Compro- 


mise Agreements and Taxpayers’ Rulings, in Proceepincs of New York UNIVERSITY 
Firth ANNUAL INSTITUTE ON FEDERAL TAXATION 260 (1947). 











The Scope Of Subsections 107(a) And (d) 


EMANUEL L. GORDON 


I. these years of high, progressive surtax rates, one method of mini- 
mizing individual income taxes (assuming constant rates over a period 
of years), would be to regularize the amount received from year to year. 
On occasions, however, individuals may work for years, receiving com- 
pensation only upon the termination of their services. These persons 
suffer not only from irregularity of income but also from being subjected 
to higher income taxes.’ It has been argued that outstanding among this 
group are authors, playwrights and inventors whose supposed plight 
originally led to the enactment of what is now designated as section 
107(a).* This subsection, however, is not limited to the foregoing pro- 
fessions and occupations.* In fact, it might aptly be termed the lawyers’ 
clause of the Internal Revenue Code, for in 42 per cent of the cases 
which have arisen under it, the taxpayers have been attorneys.* 


SuBsEcTIon 107(a) 
This subsection provides that: 


If at least 80 per centum of the total compensation for personal services 
covering a period of thirty-six calendar months or more (from the beginning 
to the completion of such services) is received or accrued in one taxable 
year by an individual or a partnership, the tax attributable to any part thereof 
which is included in the gross income of any individual shall not be greater 
than the aggregate of the taxes attributable to such part had it been included 
in the gross income of such individual ratably over that part of the period 
which precedes the date of such receipt or accrual. 


Coverage. It will be noted that the income must be “compensation for 
personal services” if the relief afforded by subsection 107(a) is to be 
had. In order to meet this requirement, the payment ° must be intended 


EMANUEL L. Gorpon (B.B.A., College of the City of New York, LL.B., Columbia 
University) is a member of the New York and Federal Bars and contributor to legal 
periodicals. 


1Jt is only where the taxpayer is on an accrual basis and the compensation is certain 
to be received that this statement does not hold true, but this is an unusual state of 
facts. Other taxpayers must report the income in the year of receipt. Cole L. Blease, 
16 B.T.A. 972 (1929) ; sce Carey Van Fleet, 2 B.T.A. 825, 828 (1925). 

2 Sen. Rep. No. 648, 76th Cong., lst Sess. 7 (1939). 

3 Est. of Edward W. Clark III, 2 T.C. 676 (1943). 

41.R.C. §107(b) now expressly covers artistic work and inventions. 

5 The payment must of course be received under a claim of right. If it is, it is includible 


169 

















170 TAX LAW REVIEW [Vol. 4: 


as compensation for the personal services, and it is not sufficient that the 
income could not have been obtained but for such services. 

In Steckel v. Commissioner,® the taxpayer, an inventor, received part 
of the stock of a corporation formed to exploit his patents. In 1940, 
following a favorable adjudication of the validity of the patents, the 
corporation settled with the infringers and declared a dividend of $1325 
per share, payable to all stockholders." The Court held that while the 
taxpayer received the stock for his services, the dividends were received 
by him in his capacity as a stockholder, on the same basis as other stock- 
holders.* Accordingly, section 107 was held to be inapplicable. Similarly, 
the Tax Court held in Jack Rosenzweig ° that damages recovered for 
plagiarism by a playwright do not constitute compensation for personal 
services because they were not intended as such. 

The principle stated above was also accepted in Hanna v. Commis- 
sioner,’® although it was improperly applied. There, an attorney received 
a fund from which the expenses of a lawsuit were to be disbursed. Al- 
though he held this fund as trustee, the client permitted him to keep the 
interest earned by the fund. If the interest were treated as part of the 
compensation for his services, it would have barred the application of 


in income even though the taxpayer may have to return part of it. Lloyd C. Whitman, 
10 T.C. 151 (1948). But if the payment is held in trust by the taxpayer, it is not com- 
pensation to him until its status is altered. Hanna v. Comm’r, 156 F.2d 135 (C.C.A.9th 
1946) ; Leland J. Allen, 5 T.C. 1232 (1945). 

6154 F.2d 4 (C.C.A.6th 1944). 

7A dividend of $700 per share was declared in 1941. Originally section 107 required 
that 95 percent of the compensation be received “only on completion of such services” 
and be “required to be included in gross income of such individual for any taxable year 
beginning after December 31, 1938.” The Court did not discuss the issue whether the 
95 percent had to be received in a single year. Negative holdings appear in Bergh v. 
Pedrick, 168 F.2d 663 (C.C.A.2d 1948), reversing 71 F. Supp. 551 (S. D. N. Y. 1947) ; 
Slough v. Comm’r, 147 F.2d 836 (C.C.A.6th 1945), reversing 3 T.C. 565 (1944) ; Heath v. 
Early, 77 F. Supp. 474 (E. D. Va. 1948) (alternative). The contrary result, however, 
appears to be more justifiable. 

8 Where the taxpayer is not the stockholder but is given the dividends as his com- 
pensation, i.e., the dividends are the measure of his compensation, the result would prob- 
ably be different. Cf. Roscoe H. Aldrich, 3 B.T.A. 911 (1926) (Compensation for per- 
sonal services under Revenue Act of 1924, Sec. 209, 43 Stat. 263 (1924), where taxpayer 
receives dividends and would become owner of stock at end of five years, if he were 
still in the employ of the corporation and corporate earnings exceeded a specified amount. 
If taxpayer died prior to the end of the five-year term, specified payments were to be 
made to his estate.). But cf. Fred W. Warner, 5 B.T.A. 963 (1926) (Taxpayer receives 
stock as part of his compensation, but it would be forfeited if he left his employment. 
Held: Dividends are not compensation for personal services. ). 

91 T.C. 24 (1942). But the fact that the taxpayer must sue to recover the compensation 
for personal services does not convert the compensation to something else, viz., damages. 
Bertha Kirkpatrick, 3 TCM 1312 (1944). Hence, the theory of the action is significant. 
10 156 F.2d 135 (C.C.A.9th 1946), reversing 4 TCM 36 (1945). 
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section 107, since the required percentage of the total compensation would 
not have been received in any one year. The Tax Court had found that 
the taxpayer had been permitted to keep the interest as part of the fee 
for the legal services, but the Ninth Circuit Court reversed on the ground 
that it had been given as a gratuity. The finding of the appellate court 
was not only unrealistic but, in principle, beyond its power in view of the 
limitations on the scope of review of Tax Court decisions, which existed 
at the time of its decision.’ In large part, the decision is ascribable to 
the fact that designating the interest as part of the compensation would 
have decreased the percentage of the total compensation received during 
the tax year to a figure which was only a fraction of one percent below 
that required by the section to entitle a taxpayer to its relief. 

Where payments made as salaries to corporate officers who are stock- 
holders, are determined to be distributions of dividends in so far as the 
corporation’s tax liability is concerned,’* such payments would un- 
doubtedly be excluded from the coverage of section 107(a). This neces- 
sarily follows from the fact that disallowance to the corporation results 
from finding that the payment was not intended as compensation for 
services. 

Even where the conclusion is reached that the income is “compensation 
for personal services,” the difficulties involved in applying that simple- 
looking phrase have only commenced. It then becomes necessary to con- 
sider the corresponding units of pay and work, for upon that crucial 
determination must rest the answers to the questions: (1) Over what 
period was the work done! and (2) Was the required percentage of the 
total compensation received in one year? 

The courts have uniformly excluded from the category of personal 
services any work, study, or preparation which was not directed toward, 
and intended for, the particular arrangement from which the compensa- 
tion resulted. In Paul J. Toner,” the taxpayer had been sales manager of 
Martin Bros. Co. for ten years, and during that period had built up 
contacts with the retail trade. At the end of that period, a new corpora- 
tion was organized which purchased part of the assets of Martin Bros. Co. 
For joining the staff of the new corporation and for transferring his 
trade following to it, the taxpayer received 200 shares of stock. He 


11 Gordon, Non-reviewable Tax Court Decisions, in ProceepiIncs of New York UNI- 
VERSITY SIXTH ANNUAL INSTITUTE OF FEDERAL TAXATION 519, 525-541 (1948). For 
present scope of review, see I.R.C. §1141(a) as amended by Pub. L. No. 773, 80th Cong. 
2d Sess. §36 (June 25, 1948). 

12 Am-Plus Storage Battery Co., 11 B.T.A. 733 (1928) ; John A. Dunn Co., 8 B.T.A. 
955 (1927); Twin City Title & Marble Co., 6 B.T.A. 1238 (1927); Joseph Goodnow 
& Co., 5 B.T.A. 1154 (1927). 

132 TCM 1101 (1943). 
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argued that he was entitled to the benefits of section 107(a) because it 
had taken him the required period to build up his following. The Tax 
Court ruled against the petitioner on two grounds: first, that all of the 
taxpayer’s services had been performed only at the time of organization ; 
and second, that he had been paid by Martin Bros. Co. for his work while 
huilding up his following. In holding that the services consisted only of 
transferring the trade following, the Court in effect reasoned that the 
building up of that following was not done at the request of the “new 
corporation,” or with a view to accomplishing the transfer. 

Jean De Marco ™ raises an issue under section 107(b), but it throws 
considerable light on the subject under discussion. There, the taxpayer 
had participated in numerous sculpturing competitions. In July, 1940, he 
received an announcement from the Public Buildings Administrator con- 
cerning a new competition. He commenced his sketches immediately, al- 
though the exact terms of the competition were not received until 
September of the same year. The design which was entered consisted of 
a number of figures, several of which were based on drawings submitted 
in earlier competitions. On September 2, 1941, the taxpayer received 
a contract providing for payment of $22,250 for making three models 
and the final sculpturing. The Government reserved the right to postpone 
or cancel the work at any time. In September, 1942, upon completion of 
the last model, the project was indefinitely postponed and was cancelled 
in March, 1943. It was not until October, 1943, however, that the tax- 
payer signed the requested form acknowledging his assent to the can- 
cellation. Following the completion of the last model, the taxpayer claimed 
that he gave considerable thought to the problem of making the final 
carving. 

Section 107(b) grants relief similar to that afforded by section 107 (a) 
in the case of income derived from an artistic work which required 36 
or more months to execute. The Tax Court held that the “work” began in 
July, 1940 when the first announcement of the competition was received, 
and terminated with the completion of the last model. In the alternative, 
it held that any work performed after the cancellation in March, 1943, 
could not be considered, and that mere contemplation of problems arising 
in performing the work could not be considered. 

The latter ruling was unquestionably motivated by the need to prevent 
evasion. Evasion would be greatly facilitated if on a claim that the tax- 
payer thought about the work, proof were not required of objective 
manifestation of that thought. The determinations with respect to com- 
mencement in July, 1940, and termination in March, 1943, are consistent 





149 T.C. 1188 (1947). 
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in requiring that the work be performed as part of a “deal.” However, 
that explanation will not suffice here since there is no requirement under 
subsection 107(b) that the work be performed pursuant to a deal. 

A careful examination of the decision reveals the true basis of the 
relationship between the deal and the commencement and termination 
dates in Jean DeMarco, The Tax Court excluded work done for the prior 
competitions by reasoning that the artistic work consisted of the unitary 
design of several figures and not of the individual figure. Yet, had the 
taxpayer commenced his sketches in September, 1940 by starting with one 
particular figure, the Court would assuredly not have dated the com- 
mencement with the first appearance of the complete design unit. The 
Court was attempting to determine for what work the taxpayer had re- 
ceived the compensation. In this connection the deal did reveal that the 
compensation had not been received for work performed after March, 
1943, and it aided in establishing the fact that the taxpayer had designed 
the individual figure for an artistic composition other than the one for 
which he received the compensation. 

It should be noted that even under subsection 107(a) the cases do not 
require a binding obligation on the part of the customer or clieni during 
the entire period of work for which credit is sought, or even a set of 
fixed terms. All that is necessary is that the work be invited by the 
customer, and that it look to a specific “deal.” *** 

There are, however, some indications contrary to the conclusion stated 
above in Frederico Stallforth.** The taxpayer in that case was hired to 
negotiate a settlement with the German Government with respect to claims 
arising from the Black Tom explosion during World War I. In Sep- 
tember, 1935, the taxpayer conferred with the claimants and studied 
available records until November, when he sailed for Europe to confer 
with representatives of the German Government. 

In December, 1935, the taxpayer executed a contract pursuant to which 
he was to be compensated on a contingent basis if successful by September, 
1936. He was not, but his work continued without a new agreement until 
February, 1938, when he again entered into a contingent compensation 
arrangement which in turn was superseded by a similar contract in 
September, 1939. 

The Mixed Claims Commission decided in favor of the taxpayer’s 
client in June, 1939, and an award was entered in October. Litigation 
in the courts commenced, however, with respect to the validity of the 


14a Further support for this view may be found in Guy C. Myers, 11 T.C. No. 56 (1948), 
where it was held that the terms of an arrangement need not be definitely settled at the 
time the work commences, but that the work must be invited by another party. 

156 T.C. 140 (1946). 
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Commission’s action. In October, 1939, and in early 1940, the taxpayer 
attempted to negotiate a settlement with the opposing litigants but with- 
out success. From April to August, 1940, he was in Europe handling 
other business but spent part of the time attempting to negotiate with 
German representatives. Part of his expenses was paid by his client. In 
October and November, 1940, the taxpayer conferred with his client con- 
cerning the proper steps to take in the event the litigation should be un- 
enccessful. The United States Supreme Court decided favorably to the 
taxpayer’s client in January, 1941, and the taxpayer was paid that month. 

The Tax Court dated the commencement of the services in November, 
1935, and the completion as “through 1940.” From November, 1940 to 
January 10, 1941, when payment for the services was made, the taxpayer 
performed no services but was “on call.” Since fractions of one month, 
smaller than one-half, are disregarded in any event, it is clear that the 
Court credited the taxpayer with having performed services until January 
10, 1941. The decision, if grounded on “being on call” as personal 
services, is inconsistent with an alternative holding in the Jean De Marco 
case; and if grounded on “awaiting payment” as personal services, it is 
inconsistent with the Geoghegan case.** 

In the face of the decision with respect to the termination date it is 
even more difficult to understand the Court’s determination that the work 
commenced in November, 1935, thus excluding the conferences and study 
which commenced in September, 1935. Objective proof of the studying 
is unnecessary here for it is the conferences which mark the commence- 
ment date, and they are sufficiently objective. The Court could hardly 
have intended to exclude that period because of the execution of the 
contract in December, since (1) it included November, 1935 which also 
preceded the execution, and (2) the income was not realized by the 
taxpayer from this contract but from the contract of February, 1938, as 
modified, which was not executed until long after the expiration of the 
1935 contract. Certainly, the Court relied not upon the work having been 
performed pursuant to a contract but upon its having been done in con- 
formity with one “deal,” whatever the various contracts may have called 
for. 

The Bureau had argued for a termination date in September, 1939, 
since no further work was required of the petitioner to qualify for his 
compensation. He was not involved in the actual litigation and, the 

1® Thomas D. Geoghegan, 2 TCM 122 (1943). A different conclusion would be justi- 
fied where the taxpayer performs services for a percentage of the receipts of a customer 
or employer arising from the services. Suit by the customer or employer to collect for 
the services would appear to be work for the taxpayer if he assisted in it. The issue was 


raised but not decided in J. Mackay Spears, 7 T.C. 1271 (1946); Eugene J. Phillips, 
5 TCM 1025 (1946). : 
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Bureau contended, his trip to Europe in 1940 accomplished nothing and 
was made for personal reasons to protect his contingent compensation. 
However, the Court reasoned that results were immaterial; the services 
were requested by the client and therefore were part of the work for which 
the compensation was paid. 

Similar issues appear in James D. Gordon.*" In December 15, 1939 the 
taxpayer made an arrangement with J. W. Place to act as non-exclusive 
broker for the sale of specified stock owned by Place. The compensation 
was to be a commission of five per cent. Numerous prospective purchasers 
were approached but the negotiations never succeeded. Finally, on July 13, 
1943, the taxpayer introduced a prospective purchaser to Place, and the 
sale was closed on March 20, 1944, the purchaser paying the broker’s 
commission. The Bureau argued (1) that since the commission was paid 
by the purchaser, the services were performed for him and therefore 
commenced on July 13, 1943, and (2) the services for which the taxpayer 
was paid were the sale to the purchaser and those services commenced on 
July 13, 1943. 

These contentions were rejected by the Tax Court. It held that although 
the purchaser paid the brokerage, the payment was made pursuant to the 
purchaser’s agreement with Place, and the taxpayer’s services were per- 
formed for Place. In conformity with the ruling in the Stallforth case, 
the Court held that success or failure in obtaining results were im- 
material ; the issue was whether services had been rendered. Here, it will 
be noted, the commencement date was that on which the taxpayer con- 
ferred with Place, thus pointing up the exclusion of the conference and 
the study of records in the Stallforth case. 

Another facet of the problem appears in Harry L. Additon.** The 
taxpayers were members of the liquidating committee of a national bank. 
From 1931 to 1940 all assets were disposed of except life insurance 
policies obtained in compromise of bad debts. In 1940, the committee 
was paid in full for its services. All that was done thereafter was to file 
two reports a year, and await the maturing of the policies (none matured 
in the following three years). In 1940, section 107 required that 95 
per cent of the compensation be paid upon completion of the services.”° 
The Tax Court held that the services for which the compensation was 


1710 T.C. 772 (1948). 

18 3 T.C. 427 (1944). 

19In the Additon case, the Court held that all that need be completed are the services 
for which the compensation is paid. Other cases require the original undertaking to be 
complete. Harry Civiletti, 152 F.2d 332 (C.C.A.2d 1945), cert. denied, 327 U.S. 804 
(1946) ; and D. G. Slee, 2 TCM 437 (1943) (compensation may be received reasonable 
time after completion of services and need not be received “on completion” ). 
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received were completed in 1940. What remained was insignificant and 
no compensation was to be given for it, the Court stated. 

Unquestionably, the work which remained was all part of the same 
“deal” involving the liquidation of the bank, and was to be performed 
solely because of the compensation received in 1940. Its insignificance 
was hardly a basis for separating one arrangement into two. The decision 
reveals the attempt on the part of some courts to overlook minor obstacles 
‘2 the way of taxpayers seeking relief under section 107.” 

Once there is accomplished the task of segregating the personal services 
for which the compensation in question has been received, another issue 
arises: May part of the compensation be allocated to a particular portion 
of the personal services and treated separately for the purpose of applying 
section 107(a)? This further problem appears when the taxpayer does 
identical or the same type of work for different parties, or performs a 
series of tasks for the same person, or when his total compensation from 
one person is divided into several portions, each measured by a different 
method. 

A taxpayer who performs a series of jobs for the same person may 
determine the separability of each job and its compensation, if each job 
is a specific one the identity and terms of which are known in advance. 
To obtain separability, each project should be covered by a different 
contract; *" one contract for all would insure treatment as a unit. Of 
course, if the series of projects consists of unidentified jobs, i.e., mere 
expectations of business, the execution of contracts covering these would 
have to be delayed until the business is ‘obtained, which may frequently 
be impractical. In the latter event, all of the work and its corresponding 
compensation would be treated as one unit for the purpose of applying 
section 107(a).” 

The division of an overall deal into separate units cannot be obtained 
by measuring the compensation separately for each task, job, or unit of 
work. Thus, the division of a trustee’s commission into that computed 
on income handled and on principal handled fails, in and of itself, to 
create two units of compensation. A trustee is responsible for the receipt, 
investment, and paying out of principal, and the receipt and payment of 
income; these functions are regarded as indivisible * in the absence of a 


20 See also Hanna v. Comm’r, 156 F.2d 135 (C.C.A.9th 1946). 

21 Thomas D. Geoghegan, 2 TCM 122 (1943); see J. Mackay Spears, 7 T.C. 1271, 
1275 (1946), aff’d, 164 F.2d 486 (C.C.A. 3d 1947). But cf. Guy C. Myers, 11 T.C. No. 56 
(1948). 

22 J. Mackay Spears, 7 T.C. 1271 (1946), aff'd, 164 F.2d 486 (C.C.A.3d 1947). 

23 Harry Civiletti, 3 T.C. 1274 (1944), aff'd, 152 F.2d 332 (C.C.A.2d 1945) (alterna- 
tive), cert. denicd, 327 U.S. 804 (1946); Paul H. Smart, 4 T.C. 846 (1945), aff'd, 
152 F.2d 333 (C.C.A.2d 1945), cert. denied, 327 U.S. 804 (1946). 
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contrary showing under state law.** Separate commissions upon principal 
and income are regarded solely as conducive to administrative convenience 
in paying the trustee and in allocating his compensation between life 
tenants and remaindermen. 

Another illustration appears in Harry Boverman.” ‘There, the tax- 
payer was employed under a written contract as sales manager for a life 
insurance company. On all policies which he himself wrote he received 
an acquisition commission, and subsequently a renewal commission as 
additional premiums were paid on the policies. In addition, he received 
an overriding acquisition and renewal commission as manager on all 
policies written by salesmen on his staff. The taxpayer also received a 
salary. His position was that the acquisition, renewal, and overriding 
commissions were each received for a different task and were therefore 
to be treated separately under section 107(a), but the Tax Court held 
that the services consisted of one employment and that the compensation 
could not be split up merely because it was composed of several parts 
computed in different ways.”® 

To be distinguished is the situation in which the taxpayer commences 
an employment for a specified salary, and at a later date undertakes, for 
the same employer, another task outside the scope of his employment. 
Under these circumstances, the employment and the special task will be 
treated separately. In D. G. Slee,” the taxpayer had been employed by 
France Stone Co. since 1912. From 1929 to 1932 he was general manager, 
and from the latter date until the tax year, 1940, he served as vice-presi- 
dent and general manager. The Company’s relations with its affiliates 
became strained and, in 1928, the taxpayer was promised that he would 
be compensated for reuniting the affiliates if a break in relations developed. 
The anticipated rupture occurred in 1930, and was healed in 1940, as the 
result of a plan suggested by the taxpayer in 1939, after many years of 
work on the project. 

George France, head of the Company, determined the taxpayer’s annual 
salary and the amount of the bonus which he received in 1940 for his work 


24 See Smart v. Comm’r, 152 F.2d 333, 335 (C.C.A.2d 1945), cert. denied, 327 U.S. 804 
(1946). 

2510 T.C. 476 (1948). 

26In the following cases, the taxpayer received a salary and a percentage of profits 
on individual projects handled. The Court held that the percentage of compensation 
received for the project during the tax year could not be determined since the salary 
could not be allocated: J. Mackay Spears, 7 T.C. 1271 (1946), aff’d, 164 F.2d 486 
(C.C.A.3d 1947) (alternative) (held also that all projects were part of one unit of 
services) ; Eugene J. Phillips, 5 TCM 1025 (1946). In L. C. Walsh, 5 TCM (1946), 
the taxpayer received a bonus of $2,000 for 25 years of faithful service. The Court held 
that the salary for the 25 years had been received for the same services as had the bonus. 

272 TCM 437 (1943). 
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in reuniting the affiliates. The directors voted the taxpayer $24,000 for 
“extra and special services . . . beyond scope of his normal duties,” 
computed on the basis of $2,000 for each year of work. The Bureau did 
not even argue that the bonus was to be lumped with taxpayer’s salary.” 

It may be seen again that section 107(a) does not require an enforce- 
able contract at the time the services are commenced, but only a “deal” 
or arrangement. Moreover, work performed for the same individual may 
Le divided into several portions if it can be shown that different “deals” 
are involved.”® In the decided cases, the proof consisted of initiation of 
the individual “deals” at different times, and the handling of compensa- 
tion separately. The latter, alone, it may be recalled, was insufficient to 
establish the divisibility of the services involved in the Boverman case. 

It would follow, therefore, that where one arrangement between the 
taxpayer and another person is completely performed before a second is 
even negotiated, the two will be treated separately under section 107(a).*° 

Against the background of the cases applying section 107(a) to in- 
formal contracts in which compensation is afforded on a quantum meruit 
basis, the Julia C. Nast ** case provides an interesting problem. The tax- 
payer and her husband, a physician, each reported half of the husband’s 
income on a community property basis. Beginning in 1924, the physician 
served a friend and his family. Charges were permitted to accumulate 
over a period of years and were paid intermittently. For the period from 
July 1, 1934 to April 22, 1939, after deducting payments of $150, there 
remained a balance owing to the physician of $990. From April 22, 1939 
to September 4, 1943, the services rendered resulted in charges of $1,956. 
On July 8, 1939, and on December 23, 1940 payments of $500 were 
received ($10 more than the April, 1939 outstanding balance). On 
September 4, 1943, the balance of $1,946 was paid. 

The taxpayer contended that the periods from 1934 to 1939 and 1939 
to 1943 should be treated separately. She further argued that the two 
$500 payments received during the latter period were for services rendered 
during the earlier one, and should not be lumped with the charges of 
$1,956 for the 1939 to 1943 period to determine the percentage of com- 
pensation received in 1943. It was the Treasury’s position that there was 
only one period, 1934 to 1943, and the requisite percentage of the total 
compensation had not been received during the tax year. 

The Tax Court accepted the Treasury’s argument because, it held, the 


28 The Bureau contended that the compensation had not been received “on completion” 
of the services as required by §107 for the year 1940. See note 19 supra. 

29 Accord, Bertha Kirkpatrick, 3 TCM 1312 (1944). 

80 Byron C. Hanna, 4 TCM 36 (1945), aff'd wo. discussing point, 156 F.2d 135 
(C.C.A.9th 1946). 
317 T.C. 432 (1946). 
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compensation to be considered must include that received from the begin- 
ning to the completion of the services. As an alternative rationale, it 
reasoned that section 107 was not intended to cover an open account 
where the same services are performed both before and after the period 
to which section 107 is sought to be applied. Significantly, the Court 
added that the contrary result would permit taxpayers to manipulate the 
receipt of income from periods of high to those of low tax rates. 

In J. Mackay Spears,** the Court had suggested that where an engineer 
successively builds a series of projects, each under a separate contract 
with the same party, each project is to be treated separately. The impli- 
cation is that the parties are free to determine the separability or unity 
of the transactions by the arrangement they make. Nevertheless, there 
were three difficulties remaining in the Nast case. First, there is nothing 
in the actions of the parties which demonstrates an intent to create two 
separate periods of services, i.¢., from 1934 to 1939 and from 1939 to 
1943.°° The payments were not even directed to particular charges, but 
instead, the final payment covering the charges for the first period also 
included a sum for the second period. Second, during each period sought 
to be created by the taxpayer, her husband performed numerous units of 
unrelated services, so that the periods were artificial with respect to the 
units of work. Finally, there was no agreement between the parties 
restricting the physician’s right to payment to a time when specified results 
would be accomplished (as in the Slee case), or to a specified date.** 

In the Nast decision, the Tax Court was careful to point out that there 
was no chronic illness in the family served. If there were a chronic 
illness, that fact might support an argument that the treatment thereof is 
a unit of work for which the compensation is to be treated separately. 
Here, it will be noted, the division i. not artificial but is related to the 
work.*® There is also a stronger basis for accumulating the charges over 


82 7 T.C. 1271 (1946), aff'd, 164 F.2d 486 (C.C.A.3d 1947). 

83 The parties never entered into any additional arrangements or discussion so that 
any intent to divide the services into specified periods must be inferred from their conduct. 

34 Although the constructive receipts doctrine has been severely limited by excluding 
situations in which the taxpayer, as a practical matter though not as a legal right, could 
have obtained income in a year prior to the one in which he actually received it (Estate 
of Richards v. Comm’r, 150 F.2d 837 (C.C.A.2d 1945) ), the doctrine might be applicable 
here since the taxpayer’s husband could legally and practically have obtained the income 
in prior years. Cf. William Schoenhut, 45 B.T.A. 812 (1941) ; J. J. Chipley, 25 B.T.A. 
1103 (1932) ; John A. Brander, 3 B.T.A. 231 (1925). But cf. James H. Persons, 5 B.T.A. 
716 (1926). In the cases in which the constructive receipts doctrine has been applied, 
however, the taxpayer also controlled the payor. 

85 Cf, D. Rodger Englar, 6 TCM 825 (1947), aff'd, 166 F.2d 540 (C.C.A.2d 1948). 
(Taxpayer worked on contingent basis to recover claims before the Mixed Claims 
Commission. From 1918 to 1931, the work resulted in awards in the last year upon which 
partial payments were made and for which the taxpayer was compensated. Additional 
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a period of time in the absence of an express agreement than in the case 
of numerous visits for unrelated ailments. 

Just as the division of services depends on the agreement between the 
parties, so, too, does the division of the compensation. A taxpayer who 
is paid for identical services by a number of different people will thus be 
able to treat the compensation from each as an individual unit as long as 
they are not all parties to the same contract. In Heath v. Early,** an 
attorney was retained to bring a stockholders’ derivative action in 1932. 
Having won the suit, he was paid in 1938 for his services by those stock- 
holders who retained him. The following year the Court allowed him a 
fee for his services to the unrepresented stockholders. As an alternative 
ground of decision, the Tax Court held that the compensation paid by 
the stockholders and the court allowance were to be treated as having been 
received for different services. Here, of course, there were (a) an express 
contract, and (b) a court allowance founded on quantum meruit; never- 
theless the result is the same where separate express contracts are exe- 
cuted.** Thus, the fact that the compensation was paid on behalf of 
different persons who did not enter into the same “deal,” suffices to 
prevent lumping the sums together. 

In Guy C. Myers * it does not even appear that separate arrangements 
were involved. There the taxpayer entered into a deal with one public 
agency to perform services. The arrangement proved to be unfeasible, 
and it was altered to provide for the formation of new public agencies 
for which the taxpayer would perform the required services. After the 
agencies were formed and the work was performed, the taxpayer was 
paid by the newly formed agencies in accordance with the original arrange- 
ment. However, the period during which the services were performed was 
too short unless the services were deemed to commence with the initiation 
of the deal when one single deal was contemplated and when the parties 
had not yet decided to form the new agencies. Nevertheless, the Tax 
Court held that the compensation received from each agency should be 
treated separately. The decision is subject to criticism on several grounds. 
First, when a taxpayer makes an arrangement with one party for the 
performance of services, the mere fact that the payment will be made by 


negotiations resulted in further payments on the same awards in 1941. The Tax Court 
held that the work from 1918 to 1941 had to be treated as a unit because the subsequent 
recovery was based in part on the prior work and the 1931 award. There was no new 
arrangement with the client after 1931. The taxpayer had sought to create two periods 
of services, from 1918 to 1931 and from 1932 to 1941.) 

3677 F. Supp. 474 (E. D. Va. 1948). 

37 This state of facts appears in Frederico Stallforth, 6 T.C. 140 (1940), in which 
the Treasury did not even contend that the compensation received from the various clients 
should be treated as a unit. 
37a 11 T.C. No. 56 (1948). 
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a number of different persons should not result in the creation of separate 
deals, especially where, as here, the performance for all of the parties 
constitutes one plan. In fact, the situation is closely analogous to the 
Spears and Boverman cases. The second objection is that, even if the 
services for each new agency be deemed a separate transaction, the Court 
was not justified in tacking on to the services for the new agencies those 
performed under the original arrangement which was clearly a single 
plan involving services for a single party. Even though the terms of a 
contract need not be definitely agreed upon at the time of the commence- 
ment of the services, this flexibility in the terms of the arrangement 
between designated parties does not justify the conversion of services for 
one party into separate transactions for many parties. 

There is no requirement that there be any continuity in the services 
performed under a particular contract. Theoretically, only the com- 
mencement and termination dates are significant.** However, unless the 
services performed on or about those dates are substantial, the Court 
may ignore them as services and choose other dates.*® This liberality with 
respect to continuity adds importance to the determination of the express 
scope and amount of services covered by a particular contract. If a 
higher degree of continuity were required, any failure to maintain that 
degree would be construed as terminating the “deal.” 

While it is clear that the taxpayer need not have rendered personal 
services continually during the 36 months, there remains a doubt whether 
he need have rendered any services whatsoever under the contract. In 
at least one situation, he may obtain vicariously the benefit of the services 
rendered by another by virtue of the relationship between the taxpayer 
and the person rendering the services. Since the section expressly applies 
to “the tax attributable to any part” of partnership income received from 
personal services, its benefits would be obtained even by partners who 
performed no services under the contract in question.*° Such a partner, 
however, must have been a member of the partnership for at least a 36- 


38 Reg. 111, Sec. 29.107-1: “It is immaterial when the personal services are rendered 
provided at least 36 calendar months elapse from the beginning to the completion of the 
services.” 


89 Cf. Harry L. Additon, 3 T.C. 427 (1944). 

40 “Tt is not necessary, in order for section 107(a) to be applicable, that the individual 
who includes in his gross income compensation for such personal services be the person 
who renders the services. For example, a partner who shares in the compensation for 
such personal services rendered by the partnership may be entitled to the benefits of 
section 107(a), notwithstanding that he took no part in the rendering of such services.” 
Reg. 111, Sec. 29.107-1. 


To the same effect, see Sen. Rep. No. 1631, 77th Cong., 2d Sess. 109 (1942). Cf. John 
Bell Keeble, Jr., 2 T.C. 1249 (1943) (joint venture). 
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month jeriod during which the services were being rendered by the 
partnership.“ 

The regulations in discussing the vicarious benefits, imply that the 
partnership case, instead of being the sole one, is simply one of a class ** 
In view of the specific inclusion of the partnership income in the statute, 
it is difficult to see how any other instances of vicarious benefits may be 
implied. Yet the Senate Committee’s report discussing the 1942 amend- 
ents, states that in community property states the spouse of an individual 
obtaining the benefit of the section would be eligible for its relief, although 
the spouse does not receive the income for personal services but as a 
result of the marital relationship.** The rule applicable to spouses in 
community property states would apply to situations in which parents are 
entitled to the earnings of their infant children. 

Computation. Once it has been ascertained that the compensation was 
received for personal services, there are two additional prerequisites: (1) 
the services must cover a period of at least 36 months “* from their com- 
mencement to completion, and (2) at least 80 per cent of the compensation 
for the services rendered pursuant to a particular “deal” must have been 
received in any one tax year.*® 

In computing the percentage of the compensation received in any one 
year, the determination may frequently depend upon whether gross or 
net compensation figures are used. For example, an attorney receives a 
retainer of $5,000 upon the commencement of a litigation and is to re- 
ceive, in addition, 15 per cent of the recovery. His contingent fee 
amounts to $16,000. However, during: the year in which he received 
the retainer, he incurred expenses equal to $1,000 in investigating and 


41 Ralph G. Lindstrom, 3 T.C. 686 (1944) ; see John Bell Keeble, Jr., 2 T.C. 1249, 1250 
(1943). 

42 See note 40 supra. 

43 Sen. Rep. No. 1631, 77th Cong., 2d Sess. 109 (1942). In Julia C. Nast, 7 T.C. 432 
(1946), a spouse sought the benefits of §107. While both spouses were found to be in- 
eligible, the issue whether the non-working spouses would have been eligible does not 
appear to have been raised. Under the earned income credit which covered “‘compensa- 
tion for personal services” (Revenue Act of 1924, Sec. 209, 43 Start. 263 (1924)) the 
spouse in a community property state was held to be ineligible where the share was 
received solely because of the marital relationship. Ethel H. McLarry, 8 B.T.A. 1257 
(1927). This issue has become insignificant under the Revenue Act of 1948 which splits 
the income of married persons between husband and wife. I.R.C. §12(d). 

44 Under §107(c) fractions of a month are disregarded unless they amount to more 
than one-half in which case they are treated as full months. Originally the services were 
required to cover five or more “calendar” years. It was held, however, that this meant 
only 60 consecutive months or more. Luther E. Smith, 3 T.C. 696 (1944); George S. 
Lavin, 3 TCM 228 (1944) ; John Bell Keeble, Jr., 2 T.C. 1249 (1943). 

45 The original requirement that the compensation be received upon completion of the 
services (see note 19 supra) has been eliminated. 
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preparing the case, for which he is not to be reimbursed by his client. 
If the net figure of $4,000 is used as the compensation received the first 
year, then 80 per cent of the total compensation was received in the last 
year, but this is not the case if the $5,000 figure is used. Or the reverse 
may be true: a taxpayer enters into a three-year employment contract. 
receiving $5,000 down and $25,000 upon completion of his services. 
His employer declines to pay upon completion, and suit is brought. There 
is a full recovery which, together with costs and interests, equals $30,000, 
but attorney fees paid that year cost $10,000. If the net amount is used 
here, the taxpayer loses the benefit of section 107(a). 

In all cases where the compensation is for personal services, the tax- 
payer must include the gross amount received in his reported income, and 
then deduct his expenses. It would therefore appear proper that section 
107(a) be applied to the gross compensation, rather than the net. Any 
other conclusion would lead to a maze of problems: how should over- 
head be allocated; if only direct expenditures were deductible for this 
purpose, what is the dividing line between direct and indirect expenses? 
For example, an attorney who undertakes a piece of protracted litigation, 
hires an additional associate and stenographer solely to handle that liti- 
gation. Are these expenses deductible? Suppose he required additional 
space for these employees? What if these employees occasionally handled 
other matters in emergencies ? 

Yet, in the one case in which this determination was crucial, the net 
compensation was used.** In two others, in which the determination 
whether gross or net figures should be used, had no effect on the result, 
the cases were divided.* 

The computations involved in spreading the compensation over that 
portion of the period of services which preceded its receipt are amply 
described in the regulations.** Confusion exists, however, concerning the 


46 Leland J. Allen, 5 T.C. 1232 (1945). 

47 Bertha Kirkpatrick, 3 TCM 1312 (1944) (net sum). Contra: William J. Cusick, 
3 TCM 1324 (1944) (gross sum). 

48“The first step in determining whether the limitation in section 107(a) relative to 
the amount of tax is applicable is the computation of the amount of tax in the current 
taxable year attributable to that part of the compensation which is included in the gross 
income of the taxpayer for such year. The tax attributable to such compensation is the 
difference between the tax for such taxable year computed with the inclusion of such 
compensation in gross income and the tax for such taxable year computed without 
including such compensation in gross income. 

“The next step is to compute the tax attributable to such compensation in each of the 
taxable years (including the current taxable year) within which falls one or more 
calendar months included in the part of the period of service which precedes the date 
such compensation is received or accrued, as if the compensation had been received or 
accrued in equal portions in each of such calendar months. For what constitutes a taxable 
year, see section 48(a). The amount of the tax attributable to such compensation in each 
such taxable year is the difference between the tax for such year computed with the 
inclusion of an allocable portion of such compensation in gross income and the tax 
for such year computed without including any part of such compensation in gross income. 
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issue (a) whether section 107(a) is intended to make the tax the same 
as what it would be had the compensation actually been received during 
the tax years over which it is spread, or (b) whether it is simply intended 
to apply the tax rates appearing in the Code during the years over which 
the compensation is spread to avoid the application of high surtax brackets 
as a result of bunching the income. 

The first would involve cumbersome recomputations of all deductions 
which are statutorily limited to percentages of gross income (such as 
charitable contributions ), and may reduce other deductions such as medical 
expenses under section 23(x). Moreover, it is inconsistent with the 
express purpose of section 107 solely to reduce taxes. The second theory 
would not create the computation problems and, of course, would be con- 
sistent with the operation of the section solely for the reduction of taxes. 

At first the rulings and decisions were consistent with the second 
theory. In Frederico Stallforth,*® some compensation of the taxpayer 
received in 1941 was treated pursuant to section 107 as though received 
ratably from November, 1935 to December, 1940. In 1936 and 1937, 
the taxpayer had been a non-resident for more than six months each year. 
He therefore claimed that, under section 116 which during those tax 
years exempted the income of such non-residents from sources outside the 
United States, that portion of his 107 income allocated to 1936 and 1937 
was not taxable. However, the Tax Court held that section 107 operates 
merely to provide the applicable table of tax rates, and that exemptions 
applicable to other years are not imported into the tax year in which the 
income was actually received. ‘ 

In similar vein, the Bureau ruled that charitable deductions are in no 


The portion of the compensation allocable to each such taxable year is an amount equal 
to the entire amount of such compensation received or accrued in the current taxable 
year, divided by the entire number of calendar months included within the part of the 
period of service which precedes the date such compensation is received or accrued, and 
multiplied by the number of such calendar months falling within the particular taxable 
year. 

“The tax for the current taxable year shall be the tax for such year computed without 
including the compensation for personal services in gross income, plus (1) the amount of 
tax for such taxable year attributable to such compensation (computed in accordance 
with the second preceding paragraph) or (2) the sum of the taxes attributable to such 
compensation had it been received in equal portions in each of the calendar months included 
within the part of the period of service which precedes the date such compensation is 
received or accrued (computed in accordance with the preceding paragraph), whichever 
is the smaller... . 

“If an individual, in computing his income tax for a particular taxable year, avails 
himself of the benefits of section 107 (prior or subsequent to its amendment by section 139 
of the Revenue Act of 1942) with respect to compensation received or accrued in such 
year for personal services, and in a subsequent taxable year receives or accrues com- 
pensation for other personal services, all or a part of the period of which services is the 
same as the period of the services for which he was compensated in the previous taxable 
year, then he must, in availing himself of the benefits of section 107 for such subsequent 
taxable year, take into consideration the fact that he has previously allocated compensa- 
tion to all or a part of the period of service.” Reg. 111, Sec. 29.107-1. 

496 T.C. 140 (1946). 
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way affected by the operation of section 107.°° It reasoned that the section 
merely provides the applicable tax rate and does not treat the compensation 
involved as actually received in other tax years. It was therefore entirely 
consistent for the Bureau to rule that the forgiveness provisions in- 
corporated in sections 6(a) and (b) of the Current Tax Payment -\ct 
of 1943 did not operate with respect to section 107 income allocated to 
the year in which the foregiveness operated.™ 

For our purposes, sections 6(a) and (b) may be roughly summarized 
as providing that for the years 1942 and 1943, the taxpayer was re- 
quired to pay the greater of the taxes for the two years plus one-fourth 
of the lesser tax. As to receipts subsequent to 1943, the problem remained 
whether income allocated under section 107 to 1942 and 1943 was subject 
to forgiveness. Early in 1948, the Bureau reversed its initial position with 
respect to income received or accrued in 1944 and subsequent years, and 
held allocated compensation to be subject to forgiveness.** 

Basing its decision in part upon the reversal by the Bureau, the Tax 
Court shortly thereafter applied the new principle to section 107 income 
received in 1943. In William F. Knox,"* the taxpayer’s 1943 income was 
greater than that for 1942. The 1943 income included section 107 income, 
part of which was allocated to 1942. In 1942, however, the forgiveness 
provision operated. It was held, over vigorous dissent, that the 1943 in- 
come allocated pursuant to section 107 to 1942 was subject also to for- 
giveness. 

Section 6(d) (3) of the Current Tax Payments Act of 1943 provides 
that section 107 should be applied without regard to the forgiveness pro- 
visions. The Court, however, referred to the legislative history to show 
that this provision intended only that “any increase in the tax occasioned 
by subsections (b) and (c) shall likewise be disregarded.” ** The Court 
then argued that a provision designed to prevenf the forgiveness section 
from increasing taxes when section 107 was operative, should not be 
interpreted to prevent a decrease in taxes. 

What the quoted legislative history means is difficult to determine.™ 


505 P-H 976,112 (1945). 

51 T.D. 5300, §36.6, 1943 Cum. Butt. 58; Letter, dated Apr. 27, 1945, 5 P-H 76,197 
(1948). 

52 Letter dated Feb. 6, 1948, 48-5 CCH {6,076; Letter dated Jan. 14, 1948, 5 P-H 
176,197 (1948). 

5810 T.C. 550 (1948), accord, Arthur T. Schmidt, 10 T.C. 746 (1948); William S. 
Moorhead, T.C. Memo. Dkt. 11,136. CCH Dec. 16, 318, P-H 948,046 (1948). 

54 Sen. Rep. No. 221, 78th Cong., Ist Sess. 46 (1943) (italics supplied). 

55In Some Current Problems Under Section 107, 1 Tax L. Rev. 357, 378 (1946), 
Weston Vernon, Jr. argues that the language applies to the tax year 1943 only and 
was designed to prevent consideration of any 1942 tax shifted to 1943 in considering 
whether 1943 taxes were lower with or without the application of §107. This explanation 
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The operation of sections 6(a) and (b) is to shift tax and not income. 
If section 107 income is allocated to the same year as that to which the 
tax was shifted, the computation of section 107 tax would in no way be 
affected. Section 6(d)(3) appears to contribute nothing to the solution 
to our problem. 

Applying the general principle that section 107 was designed only to 
keep compensation falling within its purview from being subjected to 
‘igh surtax rates as a result of bunching, we may conclude that section 107 
income, remaining income of the year in which actually received or 
accrued, would not be subject to the forgiveness provisions applicable to 
1942 and 1943 unless actually received or accrued in one of those years.” 
The Tax Court, however, for the first time took the position that section 
107 was designed to treat the taxpayer as though he actually received the 
compensation ratably over the period in which the services were performed. 
The difficulties arising in attempting to justify such a conclusion have 
already been discussed. It is not believed that the rationale will be extended 
to the interaction of other provisions with section 107. 


Section 107(d) 


Under this subsection, relief against high surtaxes made applicable by 
the bunching of income, is afforded in cases in which “back pay” exceeds 
15 per cent of the gross income for the year. Since the computation is in 
terms of a percentage of income for the tax year, rather than percentage 
of the compensation for services, some of the most difficult conceptual 
problems appearing under section 107(a) are avoided. 

“Back pay’”’ is defined in section 107(d) (2) as follows: 


(A) remuneration, including wages, salaries, retirement pay, and other 
similar compensation, which is received or accrued during the taxable year 


is scarcely satisfactory since the language of the statute and of the report are not 
limited to 1943. 

56 Legislative history which is itself unclear, cannot be used to support a proposed 
statutory interpretation. Gemsco, Inc. v. Walling, 324 U.S. 244 (1945); see United 
States v. Dickerson, 310 U.S. 554, 562 (1940). 

57 Vernon, supra note 55, at 376-378, argues to the contrary, but at the same time 
also argues against recomputing charitable and medical expense deductions in the years to 
which §107 income is allocated. Jd. at 375-376. His argument is based upon H. R. Rep. 
No. 871, 78th Cong., Ist Sess. 33 (1943) and SEN. Rep. No. 648, 76th Cong., Ist Sess. 7 
(1939). The former report states, “The taxes on back pay . . . are limited to such taxes 
as would be payable if the back pay were received in the years for which paid.” This, 
however, is part of a seven-line comment on a back-pay provision which was rejected 
by the Senate and completely rewritten in conference. The second report merely con- 
tains the same language as appears in the statutes and states that it meets two evils; per- 
mitting only deductions of the final year to be credited against income for the entire 
period; and the heavier surtax burden resulting from bunching of income. If anything, 
the latter report supports the conclusion stated in the text. 
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by an employee for services performed prior to the taxable year for his 
employer and which would have been paid prior to the taxable year except 
for the intervention of one of the following events: (i) bankruptcy or re- 
ceivership of the employer; (ii) dispute as to the liability of the employer to 
pay such remuneration, which is determined after the commencement of court 
proceedings ; (iii) if the employer is the United Siates, a State, a Territory, 
or any political subdivision thereof, or the District of Columbia, or any agency 
or instrumentality of any of the foregoing, lack of funds appropriated to pay 
such remuneration ; or (iv) any other event determined to be similar in nature 
under regulations prescribed by the Commissioner with the approval of the 
Secretary; and (B) wages or salaries which are received or accrued during 
the taxable year by an employee for services performed prior to the taxable 
year for his employer and which constitute retroactive wage or salary in- 
creases ordered, recommended, or approved by any Federal or State agency, 
and made retroactive to any period prior to the taxable year; and (C) pay- 
ments which are received or accrued during the taxable year as the result of 
an alleged violation by an employer of any State or Federal law relating to 
labor standards or practices, and which are determined under regulations 
prescribed by the Commissioner with the approval of the Secretary to be 
attributable to a prior taxable year. Amounts not includible in gross income 
under this chapter shall not constitute ‘back pay.’ 


There are thus two portions to the definition: (1) “back pay” consists 
of a particular type of compensation, and (2) its payment must have been 
delayed for specified reasons, 

Type of compensation, The greatest restrictions upon type of eligible 
compensation appear under subsection (d)(2)(B) which is limited to 
“wages and salaries.” , 

Subsection (d)(2)(C) defines the limits of the eligible compensation 
in terms of the event causing the delay in payment, viz., “an alleged viola- 
tion by an employer of any State or Federal law relating to labor stand- 
ards or practices.” The most significant cases falling within this definition 
are overtime, minimum wages, and penalty payments under the Fair 
Labor Standards Act,** payments required by the National Labor Rela- 
tions Board as a result of the commission of unfair labor practices by 
employers,®® and payments made under the state counterparts of these 
two statutes. Attorney’s fees awarded under the F’.L.S.A. would super- 
ficially fall within the definition of “back pay” since they are “received 
or accrued . . . as a result of an alleged violation by an employer of 
any State or Federal law.” The recipient of such a payment, however, 


58 52 Star. 1060 (1938), as amended, 29 U.S.C. §§201-219 (1946). Also included would 
be the Walsh-Healey Act, 49 Stat. 2036 (1936), as amended, 41 U.S.C. §§35-45 (1946) ; 
and the Davis-Bacon Act, 46 Stat. 1494 (1931), as amended, 40 U.S.C. §§276a et seq. 
(1946). 

5947 Strat. 70 (1932), 29 U.S.C. §§101 et seg. (1946); H. R. Rep. No, 1079, 78th 
Cong. 2d Sess. 44 (1943) ; Reg. 111, Sec. 29, 107-3. 
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was certainly not intended to be afforded relief with respect to it. His 
compensation was earned because of, not delayed by, the violation. Denial 
of relief in this instance would result if the courts were to hold that the 
“alleged violation” must be with respect to the taxpayer’s rights. The 
same result would follow from declining to attribute the payment to a 
prior year.” 

The third category is the broadest: subsection (d)(2)(A) covers 
remuneration for services by an employee to his employer, including 
wages, salaries, retirement pay, and similar compensation. Yet it is much 
narrower than the classification covered by section 107(a): the require- 
ment of an employer-employee relationship, of itself, eliminates many 
types of compensation for personal services. Moreover, the payment to 
the employee must be in a form similar to wages, salaries, or retirement 
pay. As an alternative ratio decidendi in Norbert J. Kenny,” the Tax 
Court held that compensation to an employee in the form of a share of 
the profits was not similar to the payment of salaries, wages, or retire- 
ment pay. While the Court did not express the reasons for this conclu- 
sion, some may be surmised. The permissible events which may cause the 
delay in payment under subsection (d)(2)(A), other than a dispute as 
to liability, are all based in some manner upon the unavailability of funds. 
Although one may have profits but not cash, there remains some feeling 
of substantial distinctions between the two situations: the taxpayer has 
(leliberately tied his compensation to the outcome of the operations, 
whereas the employee on a fixed wage or salary has been expecting regular 
payments. : 

Whatever may have been the reasoning of the Court, it beat a partial 
retreat three years later in James Newton Dean, wherein the relief 
sought was granted. There the employee who supervised several depart- 
ments, received a percentage of the sales in each department, but if the 
total incentive compensation paid by the employer exceeded its profits, 
each incentive payment would be reduced pro rata. Thus, profits, instead 
of being the measure, constituted a limit. Nevertheless, whatever justi- 
fication might have been devised to distinguish wages and salaries from 
a percentage of profits, disappeared with, or at least, was greatly weakened 
by, the Dean case. 

Where damages are recovered for breach of an employment contract, 
the proceeds are not necessarily excluded from the wage and salary classi- 
fication, just as the recovery in Bertha Kirkpatrick ® was not barred from 


60 See text following note 75 infra. 
614 T.C. 750 (1945). 

6210 T.C. 672 (1948). 

*3 3 TCM 1312 (1944). 
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’ 


the category of “compensation for personal services.” Moreover, sub- 
section (d)(2)(A) expressly recognizes as one of the delaying events, a 
dispute over liability requiring a lawsuit. In so far as the payments to 
the taxpayer would have qualified as wages, salaries, etc., had the pay- 
ments been made in the absence of a lawsuit, they will probably continue 
to qualify if the services required by the contract have actually been per- 
formed. They would not qualify in so far as the judgment includes 
damages for anticipatory breach of contract or for a breach occurring 
upon a rejection of the services." 

The possibility again arises of having stockholders of a corporation, 
who are also its employees or officers, receive dividends in the guise of 
postponed wages or salaries. Just as in the case of “compensation for 
personal services” under section 107(a), such payments would not qualify 
as “back pay.” © 

Delaying events. Subsection (d)(2)(B) provides for situations in 
which retroactive increases are “ordered, recommended or approved by 
any Federal or State agency.” Although this provision was intended to 
be applicable to wartime agencies regulating wages such as the National 
War Labor Board and the Salary Stabilization Unit of the Treasury, it 
may still be applicable to some current situations. Since the regulations 
include courts within the term “agency,” retroactive increases incorporated 
in arbitration awards rendered pursuant to collective bargaining contracts, 
would be covered in those states in which judgments may be -obtained 
confirming an award, and possibly on the basis of the award itself where 
state law makes an arbitration a special proceeding of its courts. This 
result would not in any way be strained or odd. The justification for 
including retroactive increases awarded by war agencies in “back pay,” 
is that the parties were not free to reach any voluntary agreement, and 
the required recourse to a governmental agency of itself led to delay in 
arriving at the terms of new collective bargaining agreements. Similarly, 
parties who agree to arbitrate, have surrendered the right of self-help 


84 Cf, Jack Rosenzweig, 1 T.C. 24 (1942) (damages for plagiarism not “compensation 
for personal services”). A ruling incorporated in a letter, dated April 23, 1948, from 
Deputy Commissioner E. I. McLarney to Rosenthal of New York, Inc., provides that a 
payment made to cancel an employment contract, and not covering any services actually 
performed is not “wages” within the meaning of I.R.C. §1621(a). The situation covered 
by the ruling did not come within any exception of §1621(a) so that for our purposes 
the section defined “wages” as “all remuneration . . . for services performed by an em- 
ployee for his employer. ...” It is thus broader than the term as used in §107(d) and 
the ruling would a fortiori apply to §107(d). 

65 See note 11 supra, and accompanying text. 

86 Reg. 111, Sec. 29.107-3. 

87 Gordon, Retroactivity of National War Labor Board Awards, 45 Cor. L. Rev. 889- 
890 (1945). 
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and must await the outcome of time-consuming procedures of negotiation 
and arbitration. 

Retroactive increases obtained by collective bargaining would not, 
however, be covered, nor, it is believed, would such increases be included 
in “back pay” merely because mediation or conciliation agencies take part 
in the negotiations. In the absence of special statutory provisions to the 
contrary, the function of such agencies is to bring the parties together, 
and not to approve or recommend the substance of any proposal. 

Where the event covered by subsection (d)(2)(C) is a violation of a 
right of the taxpayer accorded by a statute such as the F.L.S.A., the 
Walsh-Healey Act, the Davis-Bacon Act, the N.L.R.A. or a state counter- 
part thereof, the problem is comparatively simple. More difficult is the 
situation in which a violation of a collective bargaining contract results 
in a payment which would have been received in a prior year had the 
violation not occurred. To constitute “back pay” the compensation must 
be for an alleged violation of~a “State or Federal law relating to labor 
standards or practices.” Were “law” to include common law, every 
contract violation could potentially give rise to “back pay.” However, 
the circumscribed nature of the delaying events, and the special attention 
which statutory changes in labor law have received in recent years render 
it probable that the world “law” was intended to include statutory law 
only.*° Therefore, the only contract violations which would be covered 
are those which allegedly constitute unfair labor practices under the 
N.L.R.A.® or similar state law. In view of the exclusive jurisdiction 
which the administrative agency enforcing such laws is customarily 
accorded, the problem arises whether that agency must pass upon the 
violation in order for the compensation to be treated as “back pay.” A 
negative answer is regarded as correct for two reasons. First, the labor 
board has jurisdiction to determine whether there has been a violation of 
the labor legislation which it administers; but where the labor board has 
not yet reached a determination, the Bureau or the Tax Court, as the case 
may be, remains free to determine the fact of violation solely for the 
purposes of administration of the tax laws. Second, to constitute “back 
pay,” the payment need be made only for an “alleged” violation of the 
law, thus leaving room for non-litigated settlements. 

Under subsection (d)(2)(A), the delaying event must be (1) the 


68 To some extent the situation would be covered by subsection (d)(2)(A). It would 
not be where the employee had not performed services (i.¢., the employee was discharged 
and was subsequently reinstated with lost pay), and in the possible, but not probable, 
situation in which the compensation included profit-sharing. 

69 Ordinarily contract violations do not constitute unfair labor practices, although there 
are conceivable situations in which they do. E.g., Goodyear Aircraft Corp., 63 N.L.R.B. 
1340 (1945). 
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bankruptcy or receivership of the employer; (2) lack of funds on the 
part of an employer which is a governmental body or agency thereof; 
(3) a dispute over liability which is determined after the commencement 
of court proceedings; or (4) some similar event as determined by 
Treasury regulations. The Treasury has required only that a delaying 
event be an unusual one, similar to the first three, which causes the pay- 
ment to be delayed from one year to another.”? Supported by the legis- 
lative history,” the regulation excludes any payment in a year subsequent 
to that in which the services were performed if the time interval is ‘‘in 
accordance with the usual practice or custom of the employer.” Thus, 
although retirement pay is covered by subsection (d)(2)(A), it will 
normally be paid subsequently to the year in which the services are per- 
formed. It is only where the retirement pay is not paid on schedule duc 
to some permissible delaying event, that it would constitute “back pay.” 
Another example would be salesmen’s commissions usually paid during the 
year following that in which the sales occurred. 

Not only would delays caused by reorganization proceedings, state 
insolvency proceedings, or assignments for the benefit of creditors be 
covered, but more informal financial restrictions would also suffice. In 
Norbert J. Kenney," the taxpayer’s employer, upon borrowing from the 
R.F.C., was required to agree to adjust salaries. Pursuant to the agree- 
ment, the R.F.C. fixed the taxpayer’s salary, and permitted only a portion 
of it to be paid currently. Although the employer was solvent, the Tax 
Court held that the arrangement was similar to a receivership in so far 
as the amount was subject to approval of the R.F.C. An increase negoti- 
ated between the taxpayer and his employer without R.F.C. approval, but 
payment of which was also withheld pursuant to the R.F.C. agreement, 
was held (in the alternative) not to be “back pay” because of the absence 
of such approval. Since no emphasis was placed on the fact that the 
R.F.C. was a governmental agency, it would appear that similar restric- 
tions imposed by any creditor would be regarded as a_ permissible 
delaying event. 

The issue whether an arbitration proceeding would be regarded as 
equivalent to litigation in court has been discussed with respect to sub- 
section (d)(2)(B). There would be even more reason to regard it as 
being sufficient under (d)(2)(A), in view of the fact that under that 
subsection the event need be only similar to a dispute over liability followed 
by the commencement of litigation in court. 

The regulations provide that income constructively received in the year 

70 Reg. 111, Sec. 29.107-3. 


71H. R. Rep. No. 1079, 78th Cong., 2d Sess. 44 (1943). 
724 T.C. 750 (1945). 
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in which the services are performed does not qualify as “back pay.” If 
“constructively received” be interpreted technically, the statement is 
tautological since such income would be taxed in the year in which the 
services were performed. It is believed that the reference would cover a 
situation such as that disclosed in the Nast case [under section 107(a) ] 
in which the recipient of the payment could legally have demanded, and 
as a practical matter obtained, payment in the year in which the services 
were performed.” There might even be included the situation in which 
the employee could as a practical matter, though not by legal right, have 
obtained the payment in an earlier year. Further support for such a view 
is found in the requirement that the compensation be such as would have 
been paid in an earlier year except for the permissible delaying event. 
Obviously, if the taxpayer could have received: his compensation in an 
earlier year as a practical matter, the event is delayed at the instance of 
the taxpayer. 

Computation. In the ordinafy case there will be no difficulty in de- 
termining the tax year to which “back pay” should be attributed, for 
the regulations provide a set of common sense rules. One problem, 
however, which was left open in the previous discussion was the possible 
allocation in accordance with subsection (d)(2)(C) of an attorney’s 
fee awarded under the F.L.S.A.% Such a fee does not fall within any 
of the specific allocation rules of the regulation. If covered at all, it 


73 See note 34 supra, and accompanying text. 

74“For the purpose of determining under section 107(d) the particular taxable year 
or years to which the back pay is attributable ahd, if such back pay is attributable to 
more than one taxable year, the amount thereof which is attributable to each of such 
taxable years, the following rules will be applicable: 

“(1) Back pay, as defined under section 107(d) (2) (A), shall be deemed to be attribu- 
table to a particular taxable year in the amount and to the extent that it would have 
been paid in such year except for the intervention of one of the events described in section 
107 (d) (2) (A). 

“(2) Back pay, as defined under section 107(d) (2) (B), shall be deemed to be attribu- 
table to a particular taxable year in the amount and to the extent that it would have 
heen paid in such year had the wage or salary increase as described in section 
107(d)(2)(B) been actually put into effect on the date to which it was first made 
retroactive. 

“(3) Back pay, as defined under section 107(d)(2)(C), shall be deemed to be attribu- 
table to a particular taxable year in the amount and to the extent that it represents pay- 
ments in respect of the alleged violation described in section 107(d)(2)(C) which 
occurred in such year or which continued during any part of such year. 

“(4) In those cases where a computation has been made by, or under the direction of, 
a Federal or State agency (including any Federal or State court) under which the back 
pay was awarded, which indicates that particular portions of such back pay are attribu- 
table to certain definite periods of time, such computation shall be accepted as the appro- 
priate apportionment for the purposes of these regulations. 

“(5) Where no such computation has been made as provided in (4), and where the 
apportionment cannot be accurately made upon consideration of all the attendant circum- 
stances in accordance with the applicable rule prescribed in (1), (2), or (3), then in 
proper cases the back pay shall be apportioned to each of the taxable years within which 
fall one or more calendar months included within the entire period for which such back 
pay has been paid, as if such back pay had been received or accrued in equal portions in 
each of such calendar months... .” Reg. 111, Sec. 29.107-3. 

75 See text accompanying note 60 supra. ‘ 
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should be “apportioned to each of the taxable years within which fall one 
or more calendar months included within the entire period for which 
such back pay has been paid as if such back pay had been received or 
accrued in equal portions in each of such calendar months.” A reasonable 
interpretation of this provision would call for the allocation of the fee 
over the period in which the attorney performed services to collect the 
payment for the violation. Thus, unless subsection (d)(2)(C) were 
restricted to situations in which the violation affected a right of the tax- 
payer, the attorney’s fee could not be excluded from “back pay.” How- 
ever, the authorization to the Commissioner to regulate the allocation of 
“back pay” under subsection (d)(2)(C) could be used to deprive the 
inclusion of any tax effect. 

The computation of the tax attributable to back pay is for the most part 
clearly described in the regulations." Untouched, however, is the problem 
whether in determining the ratio which the“back pay” bears to the total 
compensation for the tax year, the gross or net sums should be used. 
This issue has already been covered above with respect to section 107(a). 
Although in the instant situation the taxpayer would always be better off 
(wherever the results would be different) by using the net figures, it 
would again appear proper to use the gross amounts."* Also applicable 
to section 107(d) is the discussion under section 107(a), whether that 
section was intended to require the taxpayer to pay only such a sum for 
taxes as he would have paid had the section 107 income actually been 


76 “The first step in determining whether section 107(d) is applicable is the determina- 
tion of the percentage which the back pay is of the gross income of the taxpayer for the 
current taxable year. It must exceed 15 per centum of such gross income. The amount 
of the tax attributable to such back pay is the difference between the tax for the taxable 
year computed with the inclusion of such back pay in gross income and the tax for such 
taxable year computed without including such back pay in such gross income. 

“The amount of the tax attributable to such back pay in each taxable year is the dif- 
ference between the tax for such taxable year computed with the inclusion in gross income 
of the portion of such back pay attributable to such taxable year and the tax for such 
taxable year computed without including any part of such back pay in gross income. 

“The tax for the current taxable year is (1) the tax computed with the inclusion in 
gross income of the entire back pay received or accrued in the taxable year, or (2) the 
tax computed without including any such back pay in gross income for the current tax- 
able year, plus the aggregate of the increases in the taxes which would have resulted 
from the inclusion of the respective portions of such back pay in gross income for each 
taxable year to which each such portion is respectively attributable, whichever is the 
smaller.” Reg. 111, Sec. 29.107-3. 

“If the amount of the back pay received or accrued by an individual during the taxable 
year exceeds 15 per centum of the gross income of the individual for such year, the part 
of the tax attributable to the inclusion of such back pay in gross income for the taxable 
year shall not be greater than the aggregate of the increases in the taxes which would 
have resulted from the inclusion of the respective portions of such back pay in gross 
income for the taxable years to which such portions are respectively attributable, as 
determined under the regulations prescribed by the Commissioner with the approval of 
the Secretary.” (I.R.C. §107(d) (1) ) 

77 See text accompanying note 47 supra. 
78 The statute, of course, expressly requires the use of gross income as the dividend 


in computing the percentage. See note 76 supra. 
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received during the periods to which it is allocated or only to relieve the 
taxpayer of the burden of high surtax rates resulting from the bunching 


of income.” 





CONCLUSION 


Section 107 has been the cause of comparatively little litigation in the 
nine years in which it has been in the Code. This result may be ascribed 
*. two causes. First, situations in which income from personal services 
is bunched, although arousing much comment from tax “reformers,” are 
not so common as some would have us believe. Delays in the payment for 
long-period work tend to be habitual for the taxpayer whose work in- 
volves them so that his income is not sharply affected over a period of 
years. Second, to the extent that bunching does occur, it falls into a few 
typical situations. Nevertheless, when the section is applicable to a 
taxpayer, the practitioner will find it a useful and profitable tool. 


- 


79 See text accompanying note 49 supra. 
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Embezzlement Losses: Time For 
Deduction 


HERMAN STUETZER, JR. 


Hee tax attorney who is today faced with the problem of advising a 
client as to the proper time for the deduction of an embezzlement loss 
has a problem which is well nigh insoluble except on an arbitrary basis.’ 
Until 1942 the rule seemed to be well established that such a loss was 
deductible in the year in which the embezzlement took place, even though 
it was not discovered until a later year. However, since 1942 various 
decisions have thrown this phase of tax law into a state of chaos, although 
lip-service is still paid by many of the cases to what was formerly con- 
sidered to be the established rule. 

The text books and tax services are replete with early cases holding 
that the loss from an embezzlement was deductible in the year in which 
the embezzlement took place, even though it was not discovered until a 
later year.” In fact the regulations themselves have for many years con- 
tained and still do contain a statement which may be interpreted as 
supporting this supposedly general rule.* Frequently taxpayers in these 
early cases had attempted to shift the deduction to a later and more 


HERMAN STUETZER, JR. is a member of the New York and Massachusetts Bars, asso- 
ciated with Herrick, Smith, Donald, Farley & Ketchum, of Boston. He has delivered 
lectures on taxation at Northeastern University, The Boston Tax Forum, and American 
Institute of Banking. 


1 The controlling statutory provisions, I.R.C. §23(e) and §23(f), offer no solution. 
They in effect state that such losses are deductible in the taxable years in which “sus- 
tained” without defining what is meant by “sustained.” Section 29.43-2 of Reg. 111 
might be construed as interpreting “sustained” to mean the year in which the embezzle- 
ment actually occurred. See note 3 infra. Furthermore, if the tax attorney recommends 
one year for the deduction and it is ultimately decided by an appropriate determination 
that an earlier year, now barred by the statute of limitations, was the proper year, it would 
seem that I.R.C. §3801 affords no protection. 

2 Borden v. Comm’r, 101 F.2d 44 (C.C.A.2d 1939); Alabama Mineral Land Co., 28 
B.T.A. 586 (1933) Acq., XII-2 Cum. Buty. 1 (1933); National Sash & Door Co., 
5 B.T.A. 931 (1926) Acq., VI-2 Cum. Butt. 5 (1927) ; Summerill Tubing Co., 36 B.T.A. 
347 (1937) Acq., 1937-2 Cum. Butt. 27; Burke Grain Co., 39 B.T.A. 334 (1939) Acq., 
1939-1 Cum. Butt. 5; Peterson Linotyping Co., 10 B.T.A. 542 (1928) ; Grenada Bank, 
32 B.T.A. 1290 (1935). 

8 Reg. 111, Sec. 29.43-2 contains the following statement which has appeared con- 
tinuously in the income tax regulations for many years: “...A loss from theft or 
embezzlement occurring in one year and discovered in another year is ordinarily deductible 
for the year in which sustained.” 
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favorable year by claiming that as a result of the embezzlement the em- 
bezzler incurred an obligation which was deductible as a debt ascertained 
to be worthless in the year of discovery. These attempts by taxpayers 
met with no success, except where the embezzler had created an express 
obligation by giving a note or making an actual promise to repay.‘ It was 
reasoned that the type of debt which could be charged off and deducted 
as a bad debt was limited to obligations expressly created by the debtor 
and creditor. 

The only apparent exception to the early rule that an embezzlement 
loss was deductible when sustained, not when discovered, was the situation 
in which trust funds were embezzled by an agent of a trustee. In such 
cases it was held that the trustee realized no loss at the time of the em- 
bezzlement since it was not the trustee’s funds which were embezzled but 
those of the trust. Hence, the trustee was allowed to deduct the loss in 
the year in which he reimbursed the trust.° 

One of the first cases to throw some doubt on these principles was Glenn 
v. Louisville Trust Co.° There the taxpayer in 1926 made a management 
agreement with Louisville Trust Co. for the management of the tax- 
payer’s investments. It was provided that the Trust Company was not 
to make any investments without first obtaining the permission of the 
taxpayer. In 1929 the Trust Company violated this provision and made a 
substantial unauthorized investment in stock which became worthless in 
1930. In 1931 the taxpayer was declared incompetent and another bank 
was appointed as his committee. This bank discovered the fact of the 
unauthorized investment and made a claim in 1931 against the Louisville 
Trust Co. for the full amount. The claim was settled in 1933 for some- 
what less than the full amount. The difference was claimed by the tax- 
payer’s estate as a loss in 1933, while the Commissioner contended it 
should have been claimed in 1930 when the stock became worthless. Cor- 
relatively the Commissioner also contended that income was realized in 
1933 to the extent of the recovery. It was held that the loss was deductible 
in 1933. The Court said that the taxpayer obtained his right of action 
against the Louisville Trust Co. in 1929 at the time the unauthorized 





4 Peterson Linotyping Co., note 2 supra; Grenada Bank, note 2 supra; Bank of 
Wyoming, 22 B.T.A. 1132 (1931) ; First National Bank of Sharon v. Heiner, 2 F. Supp. 
960 (W. D. Pa. 1932), aff'd, 66 F.2d 925 (C.C.A.8th 1933). 

5 Burnet v. Huff, 288 U.S. 156 (1932); John H. Farish & Co. v. Comm’r, 31 F.2d 79 
(C.C.A8th 1929). See also I.T. 3850, 1947-1 Cum. Butt. 20, in which a lessee was 
allowed to deduct as a “fire loss” in 1946 an amount which he paid to satisfy a judgment 
obtained by his lessor because of the lessee’s failure to return the leased residence in the 
same condition as when leased, as a result of a fire in 1944 just before the end of the 
lease. The lessor’s judgment was based upon a covenant in the lease to return the premises 
in good condition. 


6124 F.2d 418 (C.C.A.6th 1942). 
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investment was made. This unauthorized investment was never ratified 
and the worthlessness of that stock had no bezring on the taxpayer’s right 
to aloss. Hence, the loss was suffered when its extent was first ascertained 
in 1933. While this case did not actually involve an embezzlement, it is 
analogous thereto and is generally considered with the embezzlement 
cases discussed below.’ 


7 The Glenn v. Louisville Trust Co. case finds support in several Tax Court cases 
dealing with casualty losses other than embezzlement. For instance, in Allied Furriers 
Corp., 24 B.T.A. 457 (1931) Nonacq., 1934-1 Cum. Butt. 18, the taxpayer lost property 
in a burglary in 1925. The taxpayer’s insurance company denied liability because of an 
alleged misrepresentation in the application. In 1928 a decision was rendered against the 
taxpayer in its suit. The taxpayer deducted the loss in 1928, but the Commissioner claimed 
that it should have been deducted in 1925. The Board of Tax Appeals decided in favor 
of the taxpayer, concluding that the taxpayer, since it was covered by insurance in 1925, 
could not have reasonably claimed the loss at that time but that the loss was sustained 
in 1928 when the Court held that the insurance company was not liable for the same. 
This case was followed in Rose Licht, 37 B.T.A. 1096 (1938) Nonacq., 1938-2 Cum. 
Butt. 50, which dealt with a fire loss. See also Bernard Schulenklopper, 6 TCM 846 
(1947), in which a common carrier lost certain of the taxpayer’s luggage. The tax- 
payer’s claim for damages was settled in 1943 for less than the loss. The Tax Court 
held that it was permissible for the taxpayer to deduct the balance of the loss in 1943. 
It is interesting to note that the Court said the deduction of the loss in 1943 was “per- 
missible.” The Court did not say whether the deduction might also have been permissible 
in some other year. 

In Cahn vy. Comm’r, 92 F.2d 674 (C.C.A.9th 1937), the taxpayer lost $34,000 of jewelry 
through burglary in 1924. The insurer, Lloyds of London, denied liability and, further- 
more, was not subject to suit in the courts of the taxpayer’s state but could only be 
sued in England. Actually, Lloyds consented to suit in 1925 and in that year settled for 
$27,500. The taxpayer took the entire loss in 1924 and took the insurance recovery into 
income in 1925. In this case the Commissioner disputed the right of the taxpayer to the 
deduction in whole or in part in 1924. The Court decided for the taxpayer, concluding that 
in 1924 the possibility of recovery from the insurance company was too remote to justify 
any postponement of the deduction. Furthermore, the possibility was also too remote to 
justify offsetting the amount of the recovery from the insurance company against the 
deduction in 1924. 

The principles of these cases, however, are contrary to a long line of other rulings and 
cases in which it was held that the loss was deductible in the year in which it was 
sustained and that it was not necessary to postpone the deduction until the insurance or 
other compensating claim had been settled. See T.B.R. 55, 1919 Cum. But. 123 (all 
losses) ; A.R.R. 542, 1921-1 Cum. Butt. 143 (burglary and/or embezzlement) ; Martin 
Veneer Co., 5 B.T.A. 207 (1926) (fire) ; Equity Fire Insurance Co., 7 B.T.A. 618 (1927) 
(loss of reinsurer) ; Max Kurtz, 8 B.T.A. 679 (1927) (fire) ; The H. P. Robertson Co., 
14 B.T.A. 887 (1928) Nonacq., 1929-1 Cum. Butt. 59 (flood) ; Edward H. R. Green, 19 
B.T.A. 904 (1930), petition for review dismissed without opinion, C.C.A.5th 1931 (ship- 
wreck) ; Comm’r v. Highway Trailer Co., 72 F.2d 913 (C.C.A.7th. 1934), cert. denied, 
293 U.S. 626 (1934), rehearing denied, 294 U.S. 731 (1934) (fire). Furthermore, it is 
important to note the nonacquiescences issued by the Commissioner in the Allicd Furriers 
Corp. and Rose Licht cases. With the exception of the nonacquiescence issued in the 
Robertson case and the position taken by the Commissioner in the Cahn case, it seems 
that the Commissioner has consistently taken the position that the deduction of a loss 
of this type need not be deferred until the settlement of any aati: claim for 
insurance or otherwise. 
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Following this case there was decided McKnight v. Commissioner,® in 
which it was held that an embezzler realized no taxable income as a result 
of his embezzlement because of the fact that there immediately arose a 
concurrent obligation to repay the party from whom the funds had been 
stolen. The Court also emphasized the proposition that the embezzler 
had no legal right or title to the money but merely bare possession thereof. 

Very shortly after this decision the First Circuit Court decided the 
case of Boston Consolidated Gas Co. v. Commissioner.® There the tax- 
payer’s treasurer died in January of 1935, at which time it was dis- 
covered that he had embezzled a substantial sum from the taxpayer. In 
the same year the taxpayer recovered certain amounts from a bonding 
company, the treasurer’s beneficiaries and other sources. The taxpayer 
deducted the balance of the loss in 1935. It was impossible for the tax- 
payer to tell in what years the embezzlements occurred. The Commissioner 
contended that only the nominal amount actually embezzled in 1935 was 
deductible in that year. The Court paid homage to what it said was the 
general rule, that embezzlement losses are deductible in the year in which 
sustained, even though discovered in a later year.*? However, the Court 
expressed the opinion that, though this general rule is correct, it is not 
inflexible, but is subject to modification to avoid unjust results. In 
support of this conclusion the Court pointed to the word “ordinarily” 
found in section 29.43-2 of the regulations." The Court said that in 
most cases justice could be achieved by filing amended returns for years 
in which losses occurred, but that this could not be done in this case, since 
the taxpayer did not know the years involved. Hence, the Court con- 
cluded that the taxpayer was entitled to deduct the full amount in 1935, 
the year in which the loss was discovered. 

Judge Magruder wrote a concurring opinion in which he stated that 
a taxpayer sustains no loss when an embezzlement occurs since he receives 
a claim over against the embezzler, his estate, or a bonding company, in 
substitution for the assets stolen. For instance, in this case the taxpayer 
ultimately collected about $37,000. Hence, Judge Magruder said, no real 
loss is sustained until all amounts available are collected and the extent 
to which the embezzler’s obligation is worthless has been determined. In 
this case, all of these events occurred in 1935. Judge Magruder reasoned 


8127 F.2d 572 (C.C.A.5th 1942). 

9128 F.2d 473 (C.C.A.1st 1942). 

10 In support of this the Court pointed to the Supreme Court’s dictum in Burnet v. Huff, 
supra note 5. However, the Court also pointed to what it considered a split in the circuits 
as between the case of First National Bank of Sharon v. Heiner, supra note 4 (Eighth 
Circuit) and Glenn v. Louisville Trust Co., supra note 6 (Sixth Circuit). 

11 See note 3 supra, 











~~ 




















1949] EMBEZZLEMENT LOSSES: TIME FOR DEDUCTION : 199 


that if an embezzler realizes no gain from his embezzlement because he 
simultaneously incurs an obligation to repay as stated in the McKnight 
case, then correspondingly the employer realizes no loss at the time of the 
embezzlement. Judge Magruder argued that a contrary result would 
produce injustice in cases such as this one and in cases where the statute 
of limitations had run on refunds for the earlier years.’* It should be 
kept in mind that this case was decided, and Judge Magruder’s opinion 
was rendered, at a time when the law required the deduction of bad debts 
in the year of ascertainment and charge-off and not in the year of actual 
worthlessness as at present. 

Soon after this decision the Tax Court considered the same problem in 
Maria G. Miglietta.** There the embezzlement had occurred in 1938 but 
was not discovered by the taxpayer until 1939. The Court applied the 
old rule and denied a 1939 deduction, holding that the loss was deductible 
in 1938. The Court stated that the rule of the Boston Consolidated Gas 
Co. case applies only where there are extraordinary facts, such as where 
it is impossible to determine the year of loss. 

On the other hand, in Samuel M. Felton ** the Tax Court reached a 
result similar to that reached in Boston Consolidated Gas but without 
referring to it or its reasoning. In the Felton case the taxpayer in 1938 
gave a substantial sum to one Boltz as attorney in fact to invest and 
reinvest for him. Boltz had been engaged in the business of thus manag- 
ing funds for various individuals since 1933. All of Boltz’s contracts, 
including the one with the. taxpayer, provided for the intermingling of 
the funds and assets of his various clients, even to the extent that one 
security certificate could be owned by several individuals. Boltz was 
obliged to, and did, make quarterly reports to his clients of all income 
and principal transactions. The clients had the right to draw down part 
or all of their principal or income at any time. In fact, many of them 
did draw down substantial sums. The taxpayer did not draw down any- 
thing, although Boltz voluntarily paid him a small amount in cash for net 
income on the account to the end of 1939. 

On October 22, 1940 Boltz absconded. A few days thereafter the 
taxpayer heard of this and learned that all of Boltz’s monthly statements 
had been false. Boltz actually had been insolvent since 1933, although he 
kept large amounts of cash on hand in order to meet demands from his 
clients. In 1942 and 1943 the taxpayer received nominal amounts from 
Boltz’s receiver in bankruptcy. The taxpayer claimed the loss in question 
in 1940. The Commissioner contended that the loss was incurred prior 


12 See note 1 supra. 
131 TCM 499 (1943). 
145 T.C. 256 (1945) Acq., 1945 Cum. Butt. 3. 
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to 1940 due to the general insolvency of Boltz. The Tax Court sustained 
the taxpayer, allowing the loss in 1940. Although Boltz had been in- 
solvent at all times, the Tax Court pointed out that the taxpayer probably 
could have drawn down his entire sum at any time prior to that at which 
Boltz absconded. Until that time Boltz’s scheme of manipulations, which 
the Court compared to a juggler’s trick, was working. The Court stated 
that the identifiable event which determined the taxpayer’s loss was the 
disappearance of Boltz. The Court also pointed to the fact that, due to 
the intermingling of funds, it was impossible for the taxpayer to tell the 
exact year in which his own funds had been misappropriated, and, hence, 
under these facts he should not be compelled to do so. It is interesting to 
note that the Court allowed the taxpayer to deduct only the net amount 
of his loss, t.e., the gross amount reduced by the recoveries in 1942 and 
1943. It did not compel the taxpayer to wait until 1942 or 1943 to deduct 
the loss. 

The next step in the sequence of decisions was Commissioner v. 
Wilcox.® Here the Supreme Court agreed with the Fifth Circuit Court 
in the McKnight case and held that an embezzler realizes no taxable in- 
come from his embezzlement because of the automatic obligation to repay 
which arises at the time of the embezzlement.*® The Court added that 
no gain was realized from the dissipation of the funds by the embezzler 
any more than by any other insolvent debtor’s dissipation of his property. 
It is interesting to note that the Court, in referring to the split in the 
circuits on this point, cited Judge Magruder’s concurring opinion in the 
Boston Consolidated Gas case as being on the same side as the McKnight 
case. Since the Court spoke with approval of the McKnight case, it might 
be said that the Court tacitly approved Judge Magruder’s concurring 
opinion. In concluding, the Court said that the fact that the injured party 
gets a deduction does not mean there is a corresponding income item, but 
the Court did not make any statement as to the time of the deduction. 

In Gwinn Brothers & Co." the taxpayer in 1935 discovered an em- 
ployee’s embezzlement. The amounts embezzled in the period 1932 
through 1935 were ascertainable and deductions for them were allowed 
in those years by the Commissioner. The amounts allocable to years prior 
to 1932 were not ascertainable. The employee actually promised to 
repay the taxpayer and an account was set up on the taxpayer’s books, 
against which account there were credited various items of property 


15 327 U.S. 404 (1945). 

16 Akers v. Scofield, 167 F.2d 718 (C.C.A.5th 1948), cert. denied, P-H {71,006 (1948), 
holding that a swindler as distinguished from an embezzler does realize income from his 
ill-gotten gains, presents an interesting contrast to the Wilcox case. 

177 T.C. 320 (1946) Acq., 1946-2 Cum. Butt. 2. 
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turned over by the employee to the taxpayer. However, by the end of 
1935 it was clear that the employee was insolvent and that the taxpayer 
would collect nothing further. Hence, the taxpayer charged off the entire 
amount allocable to years prior to 1932 and deducted the same as a bad 
debt in 1935. The Tax Court held that, as to the losses which occurred 
prior to 1932, the only ones here in question, the case was just like the 
Boston Consolidated Gas case since the taxpayer had no way of ascertain- 
ing the years of loss. The Court indicated that the language of Judge 
Magruder in his concurring opinion in this latter case was applicable. 
In this connection, the Court said: 


The applicability of the above language to the instant case is apparent, for 
the petitioner, under the above facts, could not in any particular year prove 
loss of any particular amount. We think, therefore, that this case falls out- 
side the ‘ordinary rule’ as announced in various cases (prior to the Wilco. 
case, supra), and that the cases relied upon by the respondent should not here 
control. In addition, under the Wilcox case, supra (though the question there 
was as to income, the question of debtor-relation was pertineutly considered), 
it seems clear that the embezzlement made the embezzler debtor to petitioner— 
and it is stipulated that there was discovery, determination and worthlessness, 
and charge-off in 1935. Our conclusion renders it unnecessary to consider 
also petitioner’s contention that the embezzler by his oral promise to pay in full 
created a debtor-creditor status in September 1935.%* 


The Court’s reference to the Wilcox case and the bad debt situation is 
confusing. It would seem to indicate that the Court thought that in all 
instances, regardless of circumstances, an embezzlement loss is deductible 
in the year in which the automatic obligation from the cmbezzler is 
ascertained to be worthless. Apparently the Court failed to consider the 
fact that the present law provides for the deductibility of a bad debt in 
the year of actual worthlessness rather than in the year in which the 
worthlessness is ascertained. The acquiescence of the Commissioner in 
this decision is noteworthy. 

Another recent and confusing decision by the Tax Court is Lucy D. 
Gilpin.’® The taxpayer in this case was another victim of the swindler, 
Boltz, who was involved in the Felton case. But in this case the taxpayer 
had claimed the loss in 1941 rather than in 1940. The Commissioner 
contended that the loss was deductible in 1940 and pointed to the decision 
in the Felton case as his authority. The taxpayer claimed that there was 
still reason to believe, during 1940 and until 1941, that something sub- 
stantial might be recovered from Boltz’s assets. However, the Court did 
not agree with the taxpayer. The opinion reads as though the case in- 


18 Jd. at 325. 


196 TCM 370 (1947). 
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volved a worthless security and not an embezzlement loss. The Court 
stated that there were too many events establishing the worthlessness of 
the taxpayer’s claim in 1940 to permit the taxpayer to defer the deduction 
until 1941. The Court stated that the mere fact that a taxpayer may 
reccive some small amount of recoupment later (as actually happened in 
this case in 1942 and 1943) does not prevent the deduction of a complete 
loss in the earlier year. The Court concluded that the taxpayer had failed 
‘9 sustain the burden of proof that 1941 was the year of worthlessness. 

The most recent decision on this problem was rendered by the Tax 
Court on January 30, 1948 in the case of Ralph Murphy.” If anything, 
this decision beclouds even further the present position of the Tax Court. 
In this case the taxpayer, before leaving on an extended trip to Europe, 
had instructed his business manager, Pirschel, in February or March of 
1937 to sell certain stock for him if the market price reached $8.00 per 
share. Actually the stock reached $8.00 per share in April of 1937, but 
apparently the taxpayer was unaware of that fact. The taxpayer’s trip 
was delayed until August or September, 1937, and prior to departure he 
reinstructed Pirschel to the same effect. Pirschel sold the stock during the 
years 1937 through 1939 and appropriated the money to his own uses. 
Subsequent to April, 1937 the stock had dropped in price and it did not 
again reach $8.00 per share until February, 1941, at which time the tax- 
payer demanded the stock from Pirschel and consequently discovered the 
embezzlement. At the time of the discovery Pirschel paid the taxpayer 
$1,100 in cash and gave him a note in the amount of $2,500 secured by 
certain real estate. He also assigned to the taxpayer certain other accounts 
receivable, none of which produced any ultimate return. Pirschel paid the 
taxpayer nominal amounts in 1941, 1942 and 1943. In 1946 the tax- 
payer instituted suit against Pirschel, and as a result recovered the sum 
of $3,261.67. Again, in 1947 Pirschel paid the taxpayer a nominal 
amount. As late as 1944 the taxpayer had been unable to ascertain the 
exact time at which Pirschel had sold the stock. 

The taxpayer deducted as an embezzlement loss for the year 1941 
$6,900, being the difference between $8,000, the full value of the stock, 
and the $1,100 received in cash in 1941. The Commissioner disallowed 
this deduction. The Tax Court sustained the Commissioner, holding that 
1941 was not the correct year for the deduction, but it is not clear from 
the opinion in just what year the Court would have permitted the deduc- 
tion. There is some indication that the Court still subscribes, at least half- 
heartedly, to the old general rule that an embezzlement loss is deductible 
in the year in which the embezzlement occurred. For instance, the Court 


20 T.C. Memo. Dkt. 9851. CCH Dec. 16,235(M), P-H 148,009 (1948). 
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stated that, although embezzlement losses “may occasionally be deducted 
in the year of discovery” (citing Gwinn Brothers and Boston Consolidated 
Gas Co.), the taxpayer in this case could not take advantage of such 
principle because here he could have discovered the years of loss by the 
use of reasonable diligence during those years. On the other hand, it can 
more reasonably be inferred from the opinion that the Court disallowed 
the deduction because it believed it should have been taken in a later year, 
since in 1941 there was still a chance of recovery from the embezzler. In 
this the Court may well have been influenced by hindsight. While the 
meaning of the decision is, of course, very problematical, probably the 
most logical interpretation is that the Court is heading towards agreement 
with the implication of Judge Magruder’s concurring opinion in the Boston 
Consolidated Gas Co. case, that an embezzlement loss is deductible in the 
year in which further recovery from the embezzler is determined to be 
impossible. A possible indication of this trend is that the Court cited in 
support of its conclusion the Glenn v. Louisville Trust Co. case." 


CONCLUSION 


It is repetitive to observe that the present state of the law governing 
the time for deduction of an embezzlement loss is confused. The Treasury 
Department has not changed its regulations.** Hence, it is probable that 
the Commissioner would take the position in any case in which the year 
of embezzlement is or should have been definitely ascertainable, that the 
loss is deductible in that year, not in the later year in which it is dis- 
covered. But what position the Commissioner will take in such a case, 
if there still exists a potentially valuable claim over against the embezzler 
or some other party, is certainly not clear. 

The Commissioner’s acquiescence in the Gwinn and Felton cases in- 


21 The effect of Glenn v. Louisville Trust Co. is not entirely clear. While this was 
not an embezzlement situation, it was similar, and it might be argued from this that in 
every embezzlement loss the loss is not deductible until the year in which the amount 
thereof is finally ascertained. That would mean the year in which all reasonable methods 
of recovery had been exhausted. However, the validity and soundness of this decision 
are not beyond question. See note 7 supra. It would seem that the possibility of recover- 
ing small amounts would not justify a taxpayer in deferring an embezzlement deduction. 
See the Gilpin case supra. See also Schwabacher Hardware Co., 45 B.T.A. 699 (1941), 
in which it was held under the old rule requiring deductions in the years of loss, that 
the deductions were reduced proportionately by any recovery made in a later year. 
But cf. the early case of South Dakota Concrete Products Co., 26 B.T.A. 1429 (1932), in 
whic amounts subsequently recovered were held to be taxable income in the years of 
recovery, since the taxpayer had had a tax benefit from the embezzlement losses by 
deducting them in earlier years (but the case does not reveal whether the statute of limita- 
tions had run on the earlier years; it would seem probable that it had). 

22 Sve note 3 supra. 
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dicates that he will follow the rule of Boston Consolidated Gas Co.** and 
allow an embezzlement deduction in the year of discovery in situations 
where (1) the loss, through no negligence or fault of the taxpayer, 
cannot be specifically allocated to any earlier year, and (2) any claim over 
against the embezzler or any other party is known to be worthless in the 
year of discovery. On the other hand, it is not clear how far the Com- 
missioner will apply the Boston Consolidated Gas rule to situations in- 
volving “extraordinary circumstances” other than an inability to de- 
termine the year of loss. Moreover, the effect of the existence of a still 
potentially valuable claim over against the embezzler or any other party 
is not clear. 

So far as the Tax Court is concerned, it is not clear what its attitude 
will be in a case in which the year of misappropriation can be subsequently 
determined. The dictum in the concluding paragraph of the Gwinn case 
and some of the language in the Murphy case might indicate that in such 
a situation the Court would not allow the loss in the year or years in 
which the embezzlement occurred. There is some indication that the loss 
would not be allowable even in such cases until the year of discovery or 
some later year, 

On the other hand, the Gwinn case indicates that the Court now follows 
the rule of Boston Consolidated Gas Co. in situations in which the year 
of occurrence cannot be determined. But the language in the Murphy 
case would seem to impose two limitations on the allowance of the loss in 
the year of discovery. First, the inability to ascertain the year of occur- 
rence or the failure to have discovered the embezzlement while it was 
going on must not be due to the negligence of the taxpayer.** Second, 
there must not exist a still potentially valuable claim over against the 
embezzler or any other party. In the Tax Court this latter limitation 
might well defer the deduction beyond both the year of occurrence and 
the year of discovery, regardless of whether the year of actual embezzle- 
ment is or is not ascertainable. 

As for the circuit courts, it is useless even to attempt a conclusion, 
since there are so few recent decisions and those that do exist are so 
widely scattered. However, it can be pointed out that the intimation of 
Judge Magruder in Boston Consolidated Gas Co. (as well as the dictum 
in the Gwinn case) that an embezzlement loss is deductible in the year of 
discovery because it is a bad debt ascertained to be worthless, presents 





23 Bui note that the Boston Consolidated Gas case was not published in Cum. Butt. 

“4 It may well be asked—if this be the case, then what? Is the taxpayer to be denied 
his deduction entirely? Furthermore, this is inconsistent with some of the other implica- 
tions of the opinion (and of the Gwinn case) indicating that an embezzlement loss may 
not be deductible in the year of occurrence under any circumstances. 
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some difficulty when considered in the light of the present rule that bad 
debts are deductible when they become worthless, not when their worth- 
lessness is determined. If the embezzlement loss is deductible as a bad 
debt, it might in many cases be necessary to go back to the years of loss 
for the deduction, since most embezzlers probably dissipate their ill- 
gotten gains as soon as they receive them, and hence the automatic debt 
is worthless when incurred. This would seem to be true, regardless of 
whether the year or years in which the embezzlement occurred are or are 
not ascertainable, but the argument is futile for the taxpayer when 
considered in the latter cases. 

It is clear that there should be some definitive judicial, legislative, or 
regulatory clarification of this troublesome and confused problem. A 
sensible rule would seem to be to allow the deduction in the year of dis- 
covery, regardless of the ascertainability of the year of occurrence, pro- 
vided however, that a potentially valuable claim over against the em- 
bezzler or some other party does not exist. The establishment of such a 
rule and the jettisoning of the last vestiges of the old rule would have 
the merit of avoiding injustices which could arise now from the running 
of the statute of limitations on the year of occurrence. Also there would 
be eliminated the element of the negligence of the victim of the embezzle- 
ment, a factor which should have no bearing on his right to a tax deduc- 
tion. Where a potentially valuable claim exists against the embezzler or 
some other party, it would seem advisable to require that the deduction 
be deferred until the year in which a final recovery on this claim is 
received or the claim is determined to be worthless, whichever is earlier. 
It would be necessary, of course, to permit or require the deferring of 
the deduction only in cases in which there existed an apparently reasonable 
chance of some recovery and the recovery was not deliberately postponed 
by collusion. Thus deferring the deduction where a reasonable chance of 
recovery appeared to exist, would not run afoul of the present bad debt 
rule, if the principle were frankly recognized as being based upon the 
determination of the amount of a loss and not upon the ascertainment of 
the worthlessness of a bad debt.** In addition to dispelling the present 
confusion, such a solution would obviate the inequities which would 
result from the application of the tax benefit rule under fluctuating tax 
rates. 


25 See note 7 supra. Of course, the literal-minded may argue that the only possible 
relief in this situation is through legislative action because “sustained” as used in 
I.R.C. §23(e) and §23(f) necessarily means that the deduction is only allowable under 
the statutes in the year of occurrence. Sce the comment in note 1 supra. 














Problems Of Apportionment In Taxation 
Of Multistate Business 


LEONARD L. SILVERSTEIN 


I. 1947, International Harvester Corporation unsuccessfully contested * 
the validity of the apportioned Ohio franchise tax.” The relative ease 
with which the Supreme Court disposed of questions relating to the out- 
of-state impact of the formula * and the unanimity of the brief opinion 
sustaining the statute, should stress the responsibility of the states to 
provide equitable apportionment for multistate activities. Before focusing 
on the manner in which the states are administering apportioned taxes, a 
brief reference is appropriate to the constitutional doctrines which gave 
rise to these systems of allocation.* 

The current use of a formula as a tax device may be traced to its 
origin in Pennsylvania’s efforts to devise a means of determining the 
portion of a railroad’s property, including rolling stock, deemed to be in 
the state during the tax year. By applying to the company’s capital stock 
a ratio of local mileage to total car mileage, a figure was secured pur- 
portedly equivalent to the value of the taxpayer’s property situated within 
the jurisdiction. The Court upheld the statute as thus applied.’ It later 
became settled that such local value comprehended not only the physical 
worth of a company’s property, but in addition, such percentage of its 
intangible or going concern value as was reasonably attributable to the 
taxing state.® 


Leonarp L. SitversTeIn (B.A., Yale University) is a graduate of Harvard Law 
School, Class of October, 1948. The author acknowledges the helpful assistance of his 
classmate, Robert M. Loeffler, of New York City. 


1 International Harvester Co. v. Evatt, 329 U.S. 416 (1947). 

2 Cf. Appendix A at Ohio. 

3“Unless a palpably disproportionate result comes from an apportionment, a result 
which makes it patent that the tax is levied on interstate commerce rather than upon an 
intrastate privilege, this court has not been willing to nullify honest state efforts to make 
apportionments.” International Harvester v. Evatt, supra note 1, at 422-423. 

4 For discussion of the constitutional background, see Powell, More Ado About Gross 
Receipts Taxes, 60 Harv. L. Rev. 501, 710 (1947) ; Powell, Taxation of Things in Transit, 
7 Va. L. Rev. 245 (1921). For an excellent and recent commentary on the current scope 
of franchise taxation, see Hellerstein, State Franchise Taxation of Interstate Business, 
4 Tax L. Rev. 95 (1948). 

5 Pullman’s Palace Car Co. v. Pennsylvania, 141 U.S. 18 (1891). 

® This principle, since characterized as “the unit rule,” was clearly enunciated in 
Adams Express Co. v. Ohio, 165 U.S. 194 (1897), where it was applied to an express 
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The theory of an apportionment formula having thus been approved, 
the next step in its application to manufacturing and selling enterprises 
was the emergence of the concepts of “subject” and “measure.” * It was 
reasoned that so long as the legislative choice of subject was proper, the 
fact that aspects of interstate business were included in its evaluation was 
immaterial, provided that their only function was to measure the tax, not 
to serve as its base.* Given concededly taxable subjects, such as the 
privilege of doing a local business or the earning of net income from 
interstate commerce so far as attributable to local sources, the problem 
became one of ascertaining the locally taxable base. The apportionment 
formulas serve this function. 

The industrialization of the nation, with the accompanying develop- 
ment of complex multistate business organizations, rendered impossible 
the application of any simple system which could effectively perform this 
task. Complete accuracy was impossible and it has never been demanded.” 
Such limitations as do exist spring from the due process prohibition of 
state taxes on worth or activities which are constitutionally extra-terri- 
torial.*° Although the earlier decisions required a formula fair in its 
makeup and a result reasonably related to the local tangible and intangible 
value, these restrictions have been greatly relaxed by the holding in Ford 
Motor Company v. Beauchamp. In the face of facts strongly indicating 
an allocation which exceeded the state’s permissible jurisdiction, the 
Court found it sufficient to pay lip-service to the settled requirements of 
the apportionment doctrine, and sustained the tax.’* International Har- 
vester Co. v. Evatt underscores this attitude. 

Within these expanded constitutional boundaries, the great majority of 


company lacking the physical unity of a railroad, but possessing a unity of “use and man- 
agement.” For further application of the unit rule to transportation companies, see, for 
example, American Refrigerator Transit Co. v. Hall, 174 U.S. 70 (1899); Schwab v. 
Richardson, 263 U.S. 88 (1933). Later the unit rule was expanded to include integrated 
manufacturing and selling concerns. Cf. Western Cartridge Co. v. Emmerson, 281 U.S. 511 
(1930) ; Hump Hairpin v. Emmerson 258 U.S. 290 (1922) ; Atlantic & Pacific Tea Co. v. 
Grosjean, 301 U.S. 412 (1937). Sce Isaacs, The Unit Rule, 35 Yare L. J. 838 (1926). 

7 Cf. Hellerstein, State Franchise Taxation of Interstate Business, supra note 4, at 99. 

8 Hump Hairpin Co. v. Emmerson, 258 U.S. 290 (1922). 

® See note 3 supra. Cf. Illinois Central R. Co. v. Minnesota, 309 U.S. 157, 161 (1940). 

10 Western Union Telegraph Co. v. Kansas, 216 U.S. 1 (1910) (requiring a formula) ; 
Union Tank Line Co. v. Wright, 249 U.S. 275 (1919) (improper choice of formula) ; 
Fargo v. Hart, 193 U.S. 490 (1903) (inclusion within the formula of property unrelated 
to the unitary business) ; Hans Rees’ Sons, Inc. v. North Carolina, 283 U.S. 123 (1931) 
(improper operation of formula, but see Butler Bros. v. McColgan, 315 U.S. 501 (1942)). 

11 308 U.S. 331 (1939). 

12 Upheld was an allocation nearly eight times the book value of the taxpayer’s local 
property. Cf. Powell, The Current Current of the Commerce Clause and State Taxation, 
Prockepincs NationaL Tax Association (1940) 274, 312. “... the tax does in plain 
fact result in the assessment of extra territorial values, however nominal the rate... .” 
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jurisdictions have enacted apportionment statutes which tax manufactur- 
ing and selling corporations doing an interstate business.’* These statutes 
are equally applicable to both domestic and foreign corporations, although 
the former do not always enjoy the henefits of apportionment under the 
laws of a minority of states." 

Despite great differences in detailed provisions, the statutes following 
the majority practice find common ground, on their face at least, in the 
selection of a subject by which the tax is conceptually restricted to local 
activity. But in accepting this limitation, full advantage is taken of the 
extremely wide latitude offered in manner and means of computation. 
Whether or not, and to what extent, serious duplication of taxes results 
from the interplay of the statutes may be indicated by a study of their 
internal makeup with the accompanying state court and administrative 
interpretations.” 


THE FoRMULAS AS INTERPRETED AND APPLIED BY THE STATES 


Allocated taxes may be divided into two main categories, the lranchise 
Tax and the Corporate Net Income Tax. While some states limit them- 
selves to one or the other, most adopt both.*® The Franchise Tax is 
levied on the privilege of doing business within the jurisdiction and uses 
as its base the corporation’s net worth. The Net Income Tax often 
employs the same or a similar apportionment formula to ascertain the 
portion of the total net income attributable to activity within the state. 


13 Cf. Appendix B. Although the statutes developed in connection with transportation 
and communication enterprises, this paper is limited to a study of manufacturing and 
selling enterprises. 

14 The following omit provisions for apportionment of net income of domestic corpora- 
tions: Alabama (Ata. Cope ANN. §398 (1940)); North Carolina (N. C. Gen. Star. 
Ann. §105-134 I, vol. II (1943) ) ; Louisiana (La. Gen. Stat. ANN. §8587.34(a) (1939) ) ; 
South Carolina (S. C. Cop—e Ann. §2440(a)(1942)). The following, apportioning for 
foreign corporations, omit provisions apportioning capital stock of domestic corporations: 
Alabama (Ava. Cope ANN. tit. 51, §347 (1940)); Colorado (Coto. Star. Ann. c. 142, 
§93 (1935); Georgia (Ga. Laws 1935, Act. No. 360, p. 11); Kansas (Kan. Gen. Stat. 
Ann. §17-701 (1935) ) ; Massachusetts (Mass. Gen. Law, c. 63, §30 (1932) ); Washing- 
ton (Wasu. Rev. Stat. ANN. §3836-4 (Cum. Supp. 1940)); West Virginia (W. Va. 
Cope ANN. §933 (1943)). Indiana, Maine, Nebraska, Nevada, New Hampshire and 
Wyoming do not employ this category of allocated taxes. 

15 For general discussions of the income tax phases, sce ALTMAN AND Kersiinc, AL1.o- 
CATION OF INCOME IN STATE TAXATION (1946); Watson, Allocation of Business Income 
For State Income Tax Purposes, 25 Mrinn. L. Rev. 851 (1941) ; Prockepincs NATIONAL. 
Tax Association (1939) 190-234, 

16 The use of the same formula for both types of taxes was sustained in United States 
Glue Co. v. Oak Creek, 247 U.S. 321 (1918). Cf. also Appendix A, Pennsylvania, North 
Carolina. Some states levy occupation taxes by apportionment to capital stock; these 
statutes will not be discussed. 
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The mere existence of an apportionment statute within the state does 
not permit or guarantee its application to a given taxpayer. To fall within 
its provisions, the enterprise must first be “doing business” in the state ; *” 
this factor satisfied, to fall within the apportionment provisions the tax- 
payer must derive “business” income from sources partly within and 
partly without the state.* Having once determined the existence of 
allocable income or net worth, various factors are then utilized, singly 
>r in combination, to measure the quantum of local activity. The so- 
called ‘Massachusetts Formula” of Property, Payroll, and Sales is per- 
haps the most commonly employed; many states adopt a combination of 
Property, Manufacturing Costs, and Sales; others use single factors such 
as Property, Sales, Gross Receipts, or Manufacturing Costs.*® Each 
factor chosen becomes the numerator and denominator of a fraction, the 
former being the monetary equivalent of the local activity, the denomi- 
nator the monetary equivalent of the same activity throughout the entire 
business enterprise. Each fraction, once determined, is then averaged 
with the others, where more than one factor is used, and the resulting 
fraction is then multiplied by the company’s total net worth or net income, 
as separately ascertained by statute.*? The resulting figure is the base to 
which the tax rate is then applied. 7 

Non-apportionable Income. Inherent in the application of the unit rule * 
is the doctrine that property which does not contribute to the unitary value 
of the business may not be included in the income or net worth to be 
apportioned. Statutory recognition of this limitation is accorded by most 
states in providing that certain items of income shall be treated separately. 
Thus income from rents, royalties, dividends, patents, and copyrights, if 
not used in connection with the unitary trade or business of the taxpayer, is 
assigned separately as “non-business income.” A glance at the statutes 
indicates that this type of provision is productive of multiple taxation 
to the extent that differing concepts of situs appear, or that provisions 
for exclusion may be totally lacking. If the latter be true, the net income 
by which the fraction is multiplied will be increased, resulting in a higher 
taxable base. In the former situation, ascertaining the situs of real 
property furnishes no difficulty. With respect to income from intangible 








17 For collection of cases on this question, see 156 A.L.R. 1375. Cf. Hellerstein, State 
Franchise Taxation of Interstate Business, supra note 4, at 99. 

18 Cf, Watson, Allocation of Business Income for State Income Tax Purposes, supra 
note 15, at 867-878. 

19 See Appendix B. 

*0 No study of this has been made, although differences here unquestionably affect the 
problem. 

21 Cf. note 6 supra. 
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sources, the statutes are split generally into two groups, one assigning a 
situs to the location of the activity productive of the income,” the other 
treating the residence of the recipient as controlling.* It is readily ap- 
parent that any conflict in rules whereby more than one jurisdiction can 
claim itself the situs of non-apportionable value creates a danger of 
multiple taxation. 

In the treatment of proceeds from the sale of capital assets, divergence 
is also indicated. Of those states making specific provision, several deal 
with proceeds from the sale of tangible property only, others mention both 
tangible and intangible property, and some omit relevant provisions 
entirely. Multiple tax situations would arise in the same manner and to 
the same extent as they do in the non-apportionable situations mentioned 
above.*® 

Problems relating to the sales ratio. The sales ratio, where adopted, 
has been the subject of many varied interpretations by the legislatures, 
administrative agencies, and the courts. Whether the cause of this wide 
divergence is based on economic considerations, legal concepts of title 
passage, or the personal predilections of a particular draftsman, it is at 
least evident that no single criterion determines the jurisdiction to which 
a given sale may be allocated for the purpose of computing the numerator 
of its sales ratio. 

A review of the statutes indicates that the major number of states tend 
to localize the sale at the office or activity from which it was negotiated.” 
In providing for this general type of allocation, several groups of key 
phrases are employed. The most inclusive form assigns all sales to the 
taxing jurisdiction 

. except those negotiated or effected in behalf of the corporation by agents 


or agencies chiefly situated at, connected with or sent out from premises . . . 
owned or rented by the corporation outside the commonwealth.’ 


Under this section, in Pennsylvania the court has permitted local alloca- 
tion of sales negotiated outside the state by salesmen, themselves non- 


22 See Appendix A at Arkansas, California, Colorado, Connecticut, District of Columbia, 
Georgia, Iowa, Kentucky, Mississippi, Oregon, Utah. 

23 Jd. at Arizona, Idaho, Kansas, Minnesota, Wisconsin. Cf. Oklahoma, Louisiana. 

24 Jd, at Arkansas, Connecticut, Idaho, South Carolina, Utah (allocating proceeds from 
sale of tangible capital assets) ; Georgia, Kentucky, Minnesota, North Dakota, Oregon 
(allocating proceeds from the sale of tangible and intangible property). 

25 Cf. Appendix A (Specific Allocation). Some states provide specifically for income 
from rendition of personal services. For discussion, see Watson, supra note 15, at 855-857, 
and cases cited therein. 

26 Appendix C. 

27 Appendix A at Massachusetts, Pennsylvania, Utah. Cf. also Appendix C. 
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domiciliaries, whose entire selling activities were performed in other 
jurisdictions. Absence of out-of-state offices owned or rented by the 
company, along with annual meetings in Pennsylvania and financial 
control exercised in Pennsylvania, were found sufficient to establish 
claim to the sale.** Presence or absence of an office outside of Penn- 
sylvania has been held to turn partially on questions of agency. Results 
in the state courts have been somewhat paradoxical. For example, if the 
purported branch office negotiating the sale is owned and operated by an 
independent contractor, the company fails to meet the statutory test and 
the sale is assignable to the state; *® on the other hand, if the branch 
manager is in fact an agent of the taxpayer and the office is maintained 
by the company, the sale is attributable elsewhere.*° It appears that the 
closer the contact of the extrastate office to Pennsylvania, a local allocation 
is less likely. 

The maintenance of an out-of-state branch, by its mere existence alone, 
will not prevent a Pennsylvania allocation, unless the branch actually 
negotiates the sale. Where, therefore, the only function of the office was 
to contact foreign dealers, the remainder of the sale being handled 
(through a consignment device) by the home office, the sale was held 
assignable to Pennsylvania.” 

Utah, on the other hand, has construed the identical provision in com- 
pletely different fashion.** ‘‘Premises” was interpreted to mean “Utah 
premises,” and the Utah court, in assigning to the state sales made in 
Utah by agents clearly connected with the company’s California offices, 
stated that all sales would be attributable to local activities unless the 
salesman negotiating not only is connected with an office in Utah but 
conducts the major portion of his selling activities in another jurisdiction. 

Less inclusive but more commonly employed, is the provision assigning 
sales to the jurisdiction if made “. . . through or by offices, agencies 
or branches located in the state. Under this section Wisconsin at- 
tributed to itself sales of cars made by the local branch of a foreign 
corporation, despite the fact that shipment was made from factories 
located in Michigan.** Similarly, North Carolina has indicated that sales, 


»? 34 








“8 Commonwealth v. Bayuk Cigars, Inc., 345 Pa. 348, 28 A.2d 134 (1942), aff'd per 
curiam, 318 U.S. 746 (1943). 

“9 Commonwealth v. Minds Coal Co., 58 Dauph. (Pa.) 178, 60 D. & C. 149 (1946). 

*0 Commonwealth v. Continental Rubber Works, 347 Pa. 514, 32 A.2d 878 (1943). 

*1 Commonwealth vy. Frick Co., 55 Dauph. (Pa.) 62, 51 D. & C. 329 (1944). 

32 California Packing Corp. v. State Tax Commission, 97 Utah 367, 93 P.2d 463 (1939). 

°3 California Packing Corp. v. State Tax Commission, 97 Utan 367, 374 (1939), 
93 P.2d 463, 466. 

34. See Appendix C. 

35 Buick Motor Co. v. City of Milwaukee, 48 F.2d 801 Manta 7th 1931), cert. denied, 
284 U.S. 655 (1931). 
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which require acceptance elsewhere, will be treated as local sales, if made 
from samples within the state.** Several other states have closely anal- 
ogous provisions allocating sales “. . . in accordance with the office or 
agency at which the transaction giving rise to the sale was chiefly 
negotiated.” ** 

Both types of provision leave to the courts and administrative agencies 
the subsidiary determination of the factors constituting the making or 
negotiation of a sale. In this there have been wide differences. Some 
states tend to attach little importance to the location of the goods at the 
time of the sale, the location of the purchaser, or the state in which the 
activities of the salesmen are in fact carried out.** Several stress questions 
of acceptance, rejection, and confirmation; and if the power of acceptance 
or rejection exists at a local office, the sale is assigned there.** Still others 
consider those factors as colorless.*° A literal reading of the statute would 
seem to indicate that the office to which the salesman is attached or from 
which mail-order goods are shipped, should usually govern. 

Departing from what may be termed the “office situs rule,” five states 
consider the destination of the goods or the location of the purchaser as 
controlling.** This form of allocation, which has the advantage of sim- 
plicity of administration, may be explained in part by the relative paucity 
of manufacturing activities in the jurisdictions employing it. The chief 
difficulty of this rule lies in the fact that it may often result in assigning 
sales to jurisdictions in which the taxpayer is not “doing business,” which 


36 Opinion of Attorney General to Commissioner of Revenue, May 19, 1944, 5-320.06, 
CCH Tax Senrv., N. C. 

37 See Appendix A; Appendix C. That the few words common to both of these provi- 
sions may fail to guarantee uniformity, is revealed by the decision in Parke Davis & Co. v. 
Cook, 198 Ga. 128, 31 S.E.2d 728 (1944), which included within the ratio of Georgia 
sales those made by traveling salesmen associated with the home office of a Maryland 
corporation. The existence of a warehouse, the only function of which was to fill and for- 
ward the orders, served as the basis for the levy. The court avoided a literal construction 
of the statute, merely stating that title passed in Georgia and that the sale was accordingly 
there assignable. Although this type of sale is reachable by Georgia, the legislature in 
1941 indicated that this was not its intent by excluding sales made by salesmen identified 
with out-of-state offices. 

38 See Appendix A, Arizona, Kansas, Mississippi, Oregon. 

39 Twin Disc Clutch Co. v. Wisconsin Department of Taxation, 1 W.B.T.A. 58, 
§10-830.10, CCH Tax Serv., Wis. Wisconsin sales orders taken in the ficld by non-resident 
agent of Wisconsin corporation, maintaining sales offices in several states, which are 
forwarded to Wisconsin offices for acceptance or rejection, treated as Wisconsin sales. 
Cf. Hump Hairpin v. Emmerson, 258 U.S. 290 (1922). See also Appendix A, New York, 
New Jersey, Mississippi. 

40 Appendix A, California is explicit; Kentucky and Oregon (allocating differently) 
also mention this. 

41 See Appendix C; Appendix A, Alabama, Louisiana (4) (Franchise Tax) ; Colorado, 
Iowa, Louisiana (4), Oklahoma (Income Tax). 
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would exempt the sale from any taxation.*? As now employed, the “desti- 
nation rule” provides the most obvious conflict with the “office situs rule,” 
often resulting in double taxation. 

Several states treat location of the merchandise within their jurisdic- 
tion at the time of sale as controlling the assignment,** but of these, most 
provide an alternative means of allocation in cases where the goods are 
not so located.“ 

Somewhat allied to the “office situs” rule is the California statute 
making the sales allocation turn on the state in which the negotiating 
employee performed the services necessary to the sale.*° In the single 
decision pertinent to the issue, California taxed a foreign corporation on 
sales made within the state by employees operating from a local branch 
office. Although the result, on its facts, is consistent with the majority 
rule, the rationale makes hazardous any prediction of the state’s ultimate 
alignment in situations where traveling salesmen are involved.** 

At present, four states whicli employ an Income Tax,*’ and two of 
those employing a sales ratio to determine Franchise Tax,** fail to specify 
controlling factors as to allocation. 

It may be noted that the possibilities of multiple taxation resulting from 
conflicting sales ratio interpretations, may vary with the type of activity 
conducted. Where a merchandising corporation maintains stocked branch 
stores in several states, selling from them at the retail level, little sales 
ratio overlap will be encountered. Since the company’s stock of goods, its 
salesmen, purchasers, and offices are all centered in a given state with 
respect to a given sale, few of the diversities previously mentioned come 
into existence. On the other hand, a manufacturing or merchandising 
corporation selling at wholesale, or any business using traveling salesmen, 
unquestionably will feel the effect of the conflicting rules. If, for instance, 
salesmen identified with the home office or branch, operate in a territory 


42 Cf. ALTMAN & KEESLING, supra note 15, at 125-126. But see Appendix A, Oklahoma, 
which attempts to deal with this difficulty. 

43 See Appendix A at Alabama, New York, New Jersey, Ohio, Oklahoma, Oregon. 

44 [bid. 

45 See Appendix A at California. 

46 Appeal of Hammond Instrument Co. v. State Board of Equalization, §5-804.35, CCH 
Tax Serv., Cal. (1948) “.. . Economic consideration should govern in fixing its situs. 
. .. In the instant case, prospective buyer and seller through a local establishment of the 
seller, came together in California, the seller demonstrated its selection of organs to the 
buyer here, negotiations were conducted and orders placed here, the purchase price was 
paid here and to this state the orders were ultimately destined.” State Board of Equaliza- 
tion, California, Jan. 29, 1948. Cf. also ProceepIncs NationaL Tax AssocraTion (1947) 
296, indicating consignment sales are taxable to California, if sold by California agent. 

47 See Appendix A; Appendix C, Arkansas, Missouri, Montana, Vermont (Income 
Tax). 

48 See Appendix C; Appendix A, Rhode Island, Texas. 
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covering several states, selling goods warehoused in yet another state, 
the same transaction might be subjected to at least three taxes. 

Currently there appears to be no constitutional limitations on the diverse 
concepts employed. Jurisdictional prerequisites to tax having been satis- 
fied by commercial presence, the court will apparently permit adoption of 
any of the aforementioned standards since, from the point of view of 
the Supreme Court, the overall statutes are all on their face “honest state 
efforts to make apportionments.” * 

The Property Ratio. Although the use of the property ratio has been 
criticized in at least one instance,” its employment by the great majority 
of states using allocated taxes indicates its propriety as well as its continued 
retention. 

It may first be pointed out that in no state levying income taxes, are 
intangibles included in the property ratio set forth for manufacturing or 
selling corporations.** Income derived from such sources is normally 
specifically allocated as “non-business income ” *? or accounted for in the 
“gross receipts” * fraction. With respect to tangible property, the 
statutes differ primarily in their valuation provisions. Where explicit, 
“cost less depreciation” or analogous phraseology is the normal standard.™ 
One state, however, requires market value;°* another limits itself to 
“book value,” °° while many others give no indication of the basis to be 
chosen. 

Variances also exist with respect to provisions prescribing the time for 
valuation. In the minority of states which specify, six utilize the average 
valuation at the beginning and end of the tax year; °’ some, in addition, 
permit a monthly average in cases where the latter more fairly reflects the 
worth of the taxpayer’s property.** Several statutes require merely that 
the ‘average value” be taken into account.” 


49 Cf. International Harvester v. Evatt, supra note 1; Powell, More Ado About Gross 
Receipts Taxes, supra note 4, at 741, n. 137; California Packing Co. v. State Tax Commis- 
sion, supra note 32, at 390 where a dissenting judge alluded to the possibility that a formula 
may be upset if the sales ratio alone were improperly constructed. 

50 PROCEEDINGS NATIONAL Tax AssocrtaATION (1947) 226, which discusses tax dis- 
crepancies resulting where certain mail order houses and merchandising chains lease 
rather than own property. 

51 See Appendix A. 

52 Tbid. 

53 Jd. at Pennsylvania, Massachusetts. 

54 See Appendix A, Alabama, Arizona, Louisiana, Minnesota, Mississippi, New Mexico, 
North Carolina, Ohio, Oregon, South Carolina. 

55 See Appendix A, Virginia. 

58 Jd. at Rhode Island. 

57 Jd. at Alabama, Georgia, Louisiana, Mississippi, Oklahoma, Vermont. 

58 Jd. at Arizona, Kansas, Maryland, South Carolina, Wisconsin. 

59 Jd. at Idaho, Kentucky, Massachusetts, Minnesota, New Jersey, New York, North 
Dakota, Oregon, Utah. 
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It is submitted, however, that such discrepancies in time or method of 
valuing as do exist, contribute little to the multiple tax problem. Since the 
state is seeking to arrive at a percentage figure only, its choice of a 
valuation method should so far as possible, have a colorless effect when, 
as is mandatory, the elements chosen are applied uniformly to the 
numerator and denominator of the fraction.” 

The Wage Ratio. Review of provisions providing for a wages and 
salaries ratio discloses only two general methods of allocation. The first 
assigns to the taxing state those sums expended for labor or services per- 
formed within the jurisdiction; * the other allocates wages in accordance 
with the location of the office with which the employee is identified. The 
latter method, which seems to have been developed primarily in the states 
applying the “office situs’ rule for sales allocation, conflicts with the 
former only in cases of solicited sales. Thus a business employing sales- 
men attached to one office, who sell in several jurisdictions, may well find 
sums expended for wages allocated to two or more states. If an attempt 
be made to compare the two systems, it would seem that the rule assigning 
wages to the state in which the services are performed, has the more 
legitimate claim to recognition. Whereas, in the case of a sale, the “office 
situs rule” represents a rational attempt to center the totality of economic 
incidents, in the wage ratio there is only the single local incident of 
services to consider. 

The Manufacturing Costs Ratio. Of the eight states utilizing “manu- 
facturing costs” as a fraction in the apportionment formula, seven are 
explicit in definition and relatively uniform in method of computation.” 
Once set forth, this ratio is normally subdivided into three components : 
cost of materials, manufacturing overhead, and cost of labor. The first 
of these, cost of materials, is defined as the cost of those goods and 
supplies used within the jurisdictions in manufacturing, wherever they 
may be purchased.** Overhead expenses are treated in general fashion, 
the statute or regulation merely requiring allocation in accordance with 
good or the best accounting practice in the trade or business.°* Labor 
costs are includible to the extent that they enter into the process of manu- 
facture. By that limitation the wage ratio here employed differs from 








60 To the extent that depreciation schedules with respect to different property classi- 
fications would differ, a discrepancy would appear in the resultant fraction. 

61 Appendix A at Alabama, Arizona, California, Georgia, Idaho, Kansas, Louisiana, 
Mississippi, North Carolina, Oregon, South Carolina, Wisconsin. 

62 Jd, at Connecticut, Massachusetts, Pennsylvania, Utah. Cf. Minnesota, New Jersey, 
New York, North Dakota, Rhode Island. 

63 See Appendix B; Appendix A. 

64 See, for example, Appendix A, Arizona. 

65 Jd. at Kansas, for example. 
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that utilized as a major fraction in a “Property, Payroll and Sales” 
formula. The general makeup of the manufacturing costs ratio indicates 
that “cost of labor” has reference only to the direct labor costs * at- 
tributable to work on the manufactured products themselves. Since a 
portion of the indirect labor costs includible in the Payroll fraction (under 
the “Property, Payroll and Sales” formula) would be covered in accepted 
definitions of the “manufacturing overhead” sub-fraction,” it would seem 
that the Manufacturing Costs ratio largely absorbs the function of the 
Payroll fraction in the case of a manufacturing enterprise, as well as 
taking the other factors into account. 

Another consequence of using Manufacturing Cost as a substitute for 
Payroll fraction is indicated in the Wisconsin court’s holding that ma- 
terials used in the manufacturing process may, in addition, be includible 
as assets in the Property fraction.** Although the same inventory is used 
in both fractions, the respective uses are for different purposes in measur- 
ing the commercial activities within the state. 

The Ratios Combined. Superimposed upon the conflicting interpreta- 
tions of the four ratio components are the varying combinations of these 
ratios utilized in the construction of the completed formula. In those 
states that impose an income tax, the so-called Massachusetts formula, 
Property, Payroll and Sales (or gross receipts), may be designated as 
the more common statutes. Currently in force in fifteen jurisdictions, it 
is approached in popularity only by the Property, Manufacturing Costs 
and Sales allocation. The remaining states employ a formula comprised 
of Property and Sales; Property and Manufacturing Costs; Sales; or 
Manufacturing Costs.® In those states that impose a franchise tax, 
capital or net worth is usually allocated in less explicit fashion. Some 
states confine themselves to the single ratio of “property” or to the 
ambiguous “business done,” while a few utilize the more complex formulas 
employed in the income tax laws.”° 

If a choice were to be made as to the most appropriate formula, cog- 
nizance should be taken of the fact that the use of the Property, Payroll 
and Sales combination is supported by some of the leading authorities in 
the field." The lack of wider acceptance of the Manufacturing Costs 


66 Paton, ACCOUNTANTS’ HANDBOOK 213-214 (3d ed. 1946). 

67 [bid. 

68 Marinette Knitting Mills v. Wisconsin Department of Taxation (C. C. Dane Co. 
1940), §10-830.17, CCH Tax Serv. Wis. Under certain circumstances processing costs 
on the property are excludible. Jbid. 

69 See Appendix B. 

70 Ibid. Cf. also Appendix A at Pennsylvania, North Carolina. 

71 ALTMAN & KEESLING, supra note 15, at 108. ProckepiIncs Nationa. Tax Asso- 
cIATION (1947) 295 (remarks of Henry F. Long): “... That particular formula 
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fraction does not necessarily indicate a lack of accuracy. If it may be 
assumed that when more factors representing economic activity are ac- 
counted for, a more definitive evaluation will result, the further adoption 
of the latter method could be advocated. But considerations of accuracy 
must be balanced with those of administrative simplicity, and whereas 
the “Massachusetts formula” involves a simple payroll computation, the 
Manufacturing Costs ratio includes subfractions necessitating the use of 
complex accounting procedures subject to wide ranges of discretion."? The 
use of a single ratio is undesirable, however, despite Supreme Court 
approval."* The difficulty may be readily pointed out in the case of a 
unitary business carrying out different activities in different jurisdictions. 
For example, a company manufacturing in Arkansas and selling in Iowa 
might possibly be taxed on 200% of its net income. So, too, whenever 
the bulk of a corporation’s tangible property is located in a jurisdiction 
allocating by the single factor of property, its income tax will be exag- 
gerated to the extent that its sales or other non-manufacturing activities 
are negotiated or conducted elsewhere. 

Adjustment Provisions. The clear constitutional sanction granted to 
all of the currently employed apportionment systems, instead of offering 
the multistate taxpayer hope of relief in the courts, has served only to 
exacerbate hardships where they in fact exist. Such aid as may be forth- 
coming must be sought from the local taxing authorities. When the 
statute operates inequitably these agencies, buttressed in particular by 
the decisions in Butler Bros. v. McColgan," and Ford Motor Co. v. 
Beauchamp,” seem presently limited only by their own concepts of fair- 
ness in the particular case before them. For this reason it seems pertinent 
to examine such supplemental means of computation as are provided by 
the states and the requirements necessary for invoking their aid. 

The most common alternative to statutory apportionment is allocation 


spoken of as the Massachusetts Formula was selected after a great deal of consideration. 
It was felt that, for corporations generally, property, sales, and wages paid, are the 
only three constant elements, that the variation would not be very great year in and 
year out, and that the formula would normally take care of corporations even though 
there might be one of the factors that would not balance with the other two.” 

72 The manufacturing costs ratio has been criticized as being applicable only to manu- 
facturing companies and productive of disunity among the states in varying methods of 
computation. ALTMAN & KEESLING, supra note 15, at 132. 

73 Cf. Ford Motor Co. v. Beauchamp, supra note 11. 

74 315 U.S. 501 (1942), indicating the court’s unwillingness to upset a statutory appor- 
tionment however reasonable the taxpayer’s separate accounting system. For prior deci- 
sions pointing up this change in attitude, see Underwood Typewriter v. Chamberlain, 
254 U.S. 113 (1920); Bass, Ratcliff & Gretton, Ltd. v. State Tax Commission, 266 U.S. 
271 (1924); Hans Rees’ Sons, Inc. v. North Carolina, 283 U.S. 123 (1931). 

75 308 U.S. 331 (1939). 
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by “separate accounting.” ** Here the jurisdictional breakdown of busi- 
ness activity is achieved by adopting the individual taxpayer’s general 
accounting techniques rather than through the use of fractions arbitrarily 
chosen.” Although several authorities regard the device as merely a 
convenient tax dodge,”* it is questionable whether this system actually 
provides any effectual relief for multiple taxation. Even where used, it is 
impressed with limitations. Some states apparently consider separate 
accounting as practicable only in cases where the business is non-unitary. 
At least two states make explicit provision to this effect,” and several 
limit its availability to cases where the “nature of the business so per- 
mits.” *° Others merely provide for its application in cases where separate 
accounting will “more reasonably” or “more fairly reflect” the income 
attributable to the jurisdiction.** In these states little indication exists as 
to whether it may be employed in the case of a unitary business; one 
jurisdiction would appear to allow it.*’ In addition, states differ in 
requirements of proof needed to invoke this alternative. While a few 
list “direct allocation” (separate accounting) as the prime means of 
apportionment,® at least one adopts a clear statutory presumption that 
the formula is reasonable; ** of the remaining, a few require “proper 


76 Characterized in some cases as “direct allocation,” this method is not permitted in 
Pennsylvania, Arkansas and North Carolina. Cf. Appendix A. Cf. also letter to writer 
from William Kingsley, State Supervisor, Corporation Tax Bureau, New Jersey, June 2, 
1948: “... Factors that might be shown through separate accounting are, in gencral, 
irrelevant, since it must be recognized that the statutory formula is, itself, designed to be a 
substitute for separate accounting.” 

77 Cf. ALtMAN & KEESLING, supra note 15, at 89-97. Discussed are various methods 
of ascertaining manufacturing, selling profit and related expenses. 

78 Jd. at 90. Proceepincs Nationat Tax Association (1947) 293 (remarks of 
Henry F. Long). 

79 See Appendix A, Kansas, Oregon. Cf. also letter to the writer from W. G. Burkman, 
Director Income Tax Division, Department of Taxation, Minnesota, June 9, 1948: “This 
division does not recognize the use of the separate accounting method to assign income to 
this State where the business is an integrated business. The separate accounting method 
is used only where the business is not a unitary business or where the activities conducted 
in the State of Minnesota are not an integral part of that unitary business. In assigning 
income from a construction business, for example, the use of the separate accounting method 
may be used since this is not a unitary business and is not conducted partly within and 
partly without the state of Minnesota.” 

80 Appendix A at Idaho, Kentucky, Louisiana. 

81 Jd, at Minnesota, Mississippi, New Mexico, North Dakota, South Carolina. 

82 Jd. at Mississippi. Cf. also Reg. 8, Art. 247(2), (10-502, CCH Tax Serv., Miss. 

83 Jd. at Alabama, Maryland, Mississippi. Letter to writer from John F. Healy, Chief 
of Taxation Bureau, Colorado Department of Revenue, June 8, 1948: “...In the 
case of corporation . . . where business is transacted and property is located both within 
and without the State of Colorado, a direct allocation ...is provided. As the first 
alternative to this direct allocation is statutory apportionment.” (Emphasis supplied) 

84 Appendix A at Minnesota. : 
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showing,” which would again appear to place the burden on the taxpayer * 
to prove whatever factors the state considers controlling in reallocation. 

Closely allied to separate accounting is the “equitable apportionment”’ 
procedure. Rather than a distinct method, it appears to be a catch-all 
provision permitting the taxpayer, with the approval of the taxing 
authority, either to substitute his own allocation formula or to eliminate 
one or more of the ratios where they may be deemed inapplicable.** In 
some cases this provision is offered in addition to the separate accounting 
alternative,®’ in others separate accounting is either ignored or specifically 
excluded. 

In addition to their lack of uniformity, it is unlikely that these pro- 
visions, despite their broad language, effectively alleviate multiple tax 
burdens. There is indication that some states alter the statutory formula 
only in extreme cases of inaccurate allocation, and even where adjustment 
provisions are brought into play, it is doubtful whether much consideration 
is given to problems of overlap.** © 





85 Jd. at Connecticut, District of Columbia, Georgia. 

86 Jd. at Connecticut, Iowa, Massachusetts, Minnesota, New Jersey, New York, Okla- 
homa, Rhode Island, Utah. 

87 Jd. at District of Columbia, Georgia, Iowa, Kansas, New Mexico, North Dakota. 

88 In answer to an inquiry as to the effect of possible or actual overlap in conflicting 
apportionment statutes, the following replies were received: 


Letter to the writer from W. W. Walsh, Tax Commissioner, Connecticut, June 3, 
1948 : 


“Connecticut has a provision in its statute which provides that if none of the 
allocation formulae therein provided are considered by the taxpayer to fit his opera- 
tions, he may submit a formula of his own with the approval of the tax commissioner. 
This provision is intended to take care of your ‘hardship’ cases but is rarely invoked 
and more rarely approved for the reason that it is sound administrative practice to 
attempt to envelop within the three statutory formulae the greatest number of tax- 
payer cases. 

“.. No consideration is given the taxing statutes of other jurisdictions for as a 
practical matter we cannot pass upon the effect of these statutes. It is sounder admin- 
istration to litigate the fairness of our own.” 


Letter to the writer from W. A. Cooper, Collector of Revenue, Louisiana, June 17, 
1948 : 


“We administer the Louisiana Income Tax Law insofar as that Law applies to the 
taxpayer. In cases of foreign corporations and non-resident individuals we do not 
attempt to determine nor do we consider the overall effect of the taxpayer’s operations 
in several states.” 


Letter to the writer from W. Kingsley, State Supervisor, Corporation Tax Bureau, New 
Jersey, June 2, 1948: 


“Where the facts require allocation to New Jersey under the statute, the mere 
fact that overlap might result would not justify administrative adjustment. (It must 
be recognized that overlap and duplication are inevitable so long as there exist widely 
divergent formulae in the different jurisdictions. . 

“Factors that might be shown through separate accounting are, in general, irrelevant 
since it must be recognized that the statutory formula is, itself, designed to be a substi- 
tute for separate accounting.” 


. 
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Letter to the writer from E. Gill, Commissioner, Department of Revenue, North Caro- 
lina, June 3, 1948: 


“T wish to advise that the North Carolina statute does not take into consideration 
the overlapping of taxes caused by other jurisdictions, which would result in more 
than 100% of tax being paid by corporations that operate in several states. Neither 
is separate accounting allowed.” 


Letter to the writer from C. E. Glander, Tax Commissioner, Ohio, June 9, 1948: 


“As to ‘multiple taxation’ which sometimes occurs and which is due to the imposi- 
tion of a like kind of tax, as levied by the various states, we do not have reciprocal 
arrangements with other states by which ‘multiple taxation’ might be avoided, and 
inasmuch as the Ohio franchise tax return is only one-tenth of one percent of the 
net worth of the reporting corporation, we do not feel that the necessity for adjust- 
ment is too important as the question of hardship is not created.” 


Letter to the writer from E. M. Black, Oklahoma Tax Commission, Oklahoma, June 8, 
1948 : 


“Due consideration is given to the taxing statutes of other states, unless those 
statutes clearly violate the provisions of our law. Some overlapping occurs in a few 
instances. 

“The administrative practice is to create good will rather than a strict policy to 
dig the taxpayer. The relation now existing between the Oklahoma Tax Commission 
and the taxpayer is a friendly one and the differences are usually settled by conference 
— “" question is clearly a matter of law and then only to determine the meaning 
of that law.’ 


Letter to the writer from H. H. Smith, State Tax Commission, Utah, June 2, 1948: 


“The Utah act does not provide specific relief. This division considers itself with- 
out legal authority to consider statutes of other states in cases where more than 
100 percent of a corporation’s income may be subject to state taxation. It is true that 
subsection 8 of Section 80-13-21 . . . states that the commission may depart from 
the formula to make a fair assignment of income to Utah and ‘to avoid subjecting the 
taxpayer to double taxation.’ This section has not been administratively or legally 
interpreted to be a basis for relief in the instance cited. We have relied on the 
strong legal basis attaching to a three-factor formula such as ours which does not 
reach out for income not properly attributable to business done in this state.” 














APPENDIX A 
APPORTIONMENT STATUTES 


[The section headed “Franchise Tax” has reference to statutes employing Franchise or 
License taxes measured by capital stock. The section headed “Income Tax” covers 
those statutes imposing business taxes directly on net income; but in addition includes 
those statutes employing Franchise Taxes measured by net income.] 


ALABAMA 


Francuise TAX (Foreign corporations only) 


Basis: Levied on the actual amount of capital employed within the state. Ata. Cope 
ANN. tit. 51, §348 (1940) 


Ratio of Sales 
Alabama percent of sales; allocated by place of manufacture, if the company 
is engaged in manufacturing; allocated by state of destination if the company 
is engaged in selling tangible property. When the company is engaged in manu- 
facturing and selling average the percentages. Tax Form 303.001, CCH Tax 
Serv., Ala. 


Ratio of Property 
Valuation: Fair market value. 303.018, CCH Tax Serv., Ala. 





Ratio of Payroll 
Cf. Tax Form, 303.001, CCH Tax Senrv., Ala. 


IncoME TAx 
Provision for Apportionment (Foreign corporations only) 
Levied with respect to entire net income from property situated within this state 
and from business done within the state. ALA. Cope ANN. tit. 51, §398 (1940) 
Specific Allocation 
None. 


Formula 
Ratio of Property 


Includes tangible and real property used in the taxpayers’ business. Valua- 
tion: depreciated cost; average taken at beginning and end of tax year. 





Ratio of Manufacturing Costs 
Material 


Material is a factor if purchased for manufacturing within the state, 
irrespective of where purchased. 





Labor 
Includes labor costs expended within the state to the point where the 
product is finished or shipped out of the state. 
222 
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Manufacturing Expense 


Includes costs of manufacturing, collecting, and assembling, which are 
expended on goods within the state. 


Ratio of Sales 


“Sales are considered to be made in Alabama if made from warehouses, 
stocks, or inventories located within the state, regardless of the location of 
the purchaser and regardless of the location of the office, branch office, agent, 
or agencies through which such sales are made.” Regs. Art. XXIX, §10-803a, 
CCH Tax Serv., Ala. 


Alternative Method of Computation 


Separate accounting preferably authorized where in Commissioner's judgment it 
will reasonably reflect the income apportionable to Alabama, and when the books so 
reflect this. Provision exists for the omission of any one of the three ratios. Regs. 
Art. XXIX, 10-803a, CCH Tax Serv., Ala. 

Profit-Diverting Devices 

None. 

ARIZONA 
FRANCHISE TAX 


None. 


INcoME TAx 
Provision for Apportionment 


Persons (Corporations) engaged in business within and without the state shall 
be taxed only on such income as is derived from business done and property located 
within the state. Ariz. Cope Ann. §73-1524(a) (1939) 


Specific Allocation 


(1) Income from rents, royalties of tangible personal property, from real estate, 
and from the operation of mines. Allocation: Situs of business or property 
from which derived. 

(2) All other income (except as provided for in the Formula) follows residence 
of recipient. Ariz. Cope ANN. §73-1521(a) (1939) 


Formula 


Ratio of Property 





Realty and personalty used in connection with business. Valuation: depre- 
ciated cost; average at beginning and end of year or monthly average. Regs. 
Art. 608(1), pp. 247-43, CCH Tax Serv., Ariz. 


Ratio of Manufacturing Costs 





To be determined in accordance with the best accounting practice unless the 
Commissioner deems it inapplicable. Includes the total cost of all goods, 
materials and supplies used within the state, wherever purchased; total wages 
paid; total overhead properly assignable according to accepted accounting prac- 
tice. When a product is partially completed outside the state and then shipped 
into the state for further processing, only the labor and manufacturing expense 
incurred from the time the product is brought into the state, becomes a part of 
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the cost within Arizona, and the total material used in manufacturing, both 
within and without the state, shall be allocated in equitable manner, such as 
the ratio of direct labor and manufacturing expenses within Arizona to the 
total thereof. Regs. Art. 608(2), pp. 247-43, CCH Tax Senrv., Ariz. 


Ratio of Sales 


“Those made through or by offices, agencies, or branches located in Arizona 
during the income year... .” Ariz. Cope Ann. §73-1524(a)(3) (1939) 

Commissioner allocates to Arizona those sales made from Arizona sales offices, 
wherever the purchaser may be or wherever the goods may be located. Sales 
to Arizona customers, made by foreign corporations, by traveling salesmen 
not identified with local offices; sales of goods shipped from Arizona on orders 
from an office without the state are allocated elsewhere. Regs. Art. 608(3), 
pp. 247-43, CCH Tax Serv., Ariz. 


Alternative Method of Computation 


Separate accounting if reasonable result can be produced, or elimination of any 
one of the fractions in cases where the formula operates improperly. Ariz. CopE 
Ann. §73-1524(a)(b) (1939) 


Profit-Diverting Devices 


Requires consolidated returns where necessary to ascertain proper net income. 
Ariz. Cope Ann. §73-1520(b) (1939) 

Some common forms of parent-subsidiary diversion devices are enumerated: 
sales or purchases at more or less than fair value, fixing profit in advance by 
contract, or payment of unreasonable salaries. Regs. Art. 1001, pp. 247-53, CCH 
Tax Serv., Ariz. 


ARKANSAS 
FRANCHISE TAX 


Basis: Levied on that portion of subscribed capital stock represented by property 
owned and used in business transacted in the state. ArK. Dic. Stat. §13493 (1937) 


IncoME TAX 
Provision for apportionment 


Corporations conducting business partly within and partly without the state are 
taxable on that portion of income attributable to Arkansas, determined by processes 
prescribed by Commissioner, approved by Governor. Ark. Dic. Stat. §14038. 
2(3) (a) (1937) 


Specific Allocation 


The following are allocated to Arkansas: 

(1) Interest and dividends from domestic corporations. 

(2) Compensation for personal services rendered within the state. 

(3) Rents, royalties, or income from an interest in property within the state. 

(4) Gains, profits, and income from the sale, operation, or ownership of any 
property within the state. Ark. Dic. Stat. $14038.1 (1937) 


Formula 


Ratio of Manufacturing Costs 


Regs. Art. 195, 71038b, CCH Tax Serv., Ark. 

Corporations purchasing goods for resale within or without the state assign 
profit to the state in which the goods are “sold.” Regs. Art. 196, §1038(c), 
CCH Tax Serv., Ark. 
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Alternative method of computation 


None. 


Profit-diverting devices 


None. 


CALIFORNIA 
FRANCHISE TAX 


None measured by capital stock. 


IncoME Tax 
Provision for apportionment (Bank and Corporation Franchise Tax) 


Income from business carried on partly within, and partly without the state, 
shall be allocated in such a manner as is fairly calculated to apportion such income 
among the states or countries in which such business is conducted. Cal. Laws 1929 
c. 13, §10, as amended; Cal. Laws 1939, c. 1050. (California has also enacted a net 
income tax applicable to those businesses not taxable under the above act. Cal. 
Laws 1937 as amended, c. 765, §13; Cal. Laws 1939, c. 1049. The allocation systems 
are identical. $10-800 et seg., CCH Tax Serv., Cal.) 


Specific Allocation 
(1) Income from tangible or intangible property located, or having a situs within 
the state. Cal. Laws 1929, c. 13, §10, as amended ; Cal. Laws 1939, c. 1050. 
(2) Income from any activities carried on in the state. Intangible property has 
situs within California if employed in connection with California business. 
Tax Return §6-407, CCH Tax Serv., Cal. 


Formula 


Ratio of Property 





Real property and tangible personal property permanently located in Cali- 
fornia if connected with the business. Transient property should be included 
on the basis of the average number of vehicles. 


Ratio of Payroll 
Allocated to California if the services for which the wages are paid are 
performed in California, regardless of where actual payment is made. If 
services are performed partially within and without the state, then allocation 
on mileage or time spent basis. 


Ratio of Sales 


Sales allocated to California when the employee responsible for the sale 
performed all of his services within the state. Repeat sales allocated to Cali- 
fornia if original sale was allocated to California. The location of the stock 
from which the goods are shipped, the destination of the goods, or the place 
of approval of the order should not be considered in apportioning. {5-804.15; 
Tax Return (6-400, CCH Tax Senrv., Cal. 


Alternative Method of Computation 


In cases where all three ratios do not epply, one may be omitted. §5-804.15, CCH 
Tax Serv., Cal. (Separate accounting is not mentioned in the statute.) 














226 





TAX LAW REVIEW [ Vol. 4: 


Profit-Diverting Devices 


Where taxpayer owns or controls, directly or indirectly, one or more corporations 
consolidated report may be required to reflect properly net income apportionable to 
California. 

In cases where corporation contracts or otherwise arranges to dispose of prod- 
ucts to divert profits to evade taxes, the Commissioner may determine the proper 
net income and so compute the tax. Cal. Laws 1929, c. 13, §14, as amended, Cal. 
Laws 1937, c. 836. See also Cal. Laws 1937, c. 765, §14 (Corporation Income Tax). 


COLORADO 


FRANCHISE TAx (Foreign corporations only) 


Corporation pays tax on that portion of capitalization represented by corporation 
capital, property and assets located and employed in Colorado. Coro. Stat. ANN. c. 142, 
§96 (1935) Tax return leaves determination of local value to. taxpayer. Tax Return, Par. 
Sixth, 7141, CCH Tax Serv., Colo. 


IncoME Tax 
Provision for Apportionment 


Apportionment of income permitted where direct allocation impracticable or books 
of account clearly fail to reflect net income attributable to Colorado. Coro. Star. 
Ann. c. 84A, §25(a)-(b) (Cum. Supp. 1947) 


Specific Allocation 


(1) Interest, dividends, rents, royalties, and other similar items of gross income, 
shall be allocated to Colorado if received in connection with business trans- 
acted or property located in Colorado. 

(2) Capital gains or losses assignable to Colorado, if assets are located there. 
Coto. Stat. ANN. c. 84A §25(b) (Cum. Supp. 1947) 


Formula 


Ratio of Property 





Real and tangible personal property owned and located in Colorado. Valuation: 
Average adjusted basis. Coto. Stat. Ann. c. 84A, §25(b) (Cum. Supp. 1947) 


Ratio of Sales 


Revenue from gross sales delivered within this state, excluding deliveries 
for transportation out of this state, and revenue for services rendered in this 
state during tax year. Regs. Art. 17, 10-806, CCH Tax Serv., Colo.; Coro. 
Stat. Ann. c. 84A, §25(b) (Cum. Supp. 1947) 


Alternative Method of Computation 


Separate accounting or alternative formula authorized where need can be shown. 
Regs. Art. 18(a), 10-812, CCH Tax Serv., Colo. 


Profit-Diverting Devices 
Where two or more corporations are owned or controlled by the same interests, 
authority exists to combine income for tax purposes to prevent evasion. Regs. Art. 
18(b), 910-814, CCH Tax Serv., Colo. 
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CONNECTICUT 
FRANCHISE TAX 


None measured by capital stock. 


Income Tax (Franchise tax measured by net income) 
Provision for Apportionment 
As defined below. 


Specific Allocation 


(1) Income from intangible assets. Allocation to Connecticut unless location of 
business with which connected elsewhere. Conn. GEN. Stat. §298i (Supp. 
1947) 

(2) Income from the sale of tangible capital assets. Allocation: Location of 
property. Conn. Gen. Stat. §298 (Supp. 1947) 


Formula 


Ratio of Property 





Average monthly net book value of tangible property. 


Ratio of Wages 
Wages paid to employees identified with offices, agencies or places of busi- 
ness within the state. 


Ratio of Gross Receipts 





Sales assignable to that office, agency or place of business at, or from 
which the transactions giving rise to the sale are chiefly negotiated. Conn. 
Gen. Stat. §177f (Supp. 1941) 


Alternative Method of Computation 


Upon showing that income allocated to Connecticut by formula does not assign 
proper income, adjustment can be made in any fashion best calculated to assign 
a reasonable portion to the state. Conn. Gen. Stat. §423c (Supp. 1935) 


Profit-Diverting Devices 


None. 


DELAWARE 
FRANCHISE TAX 


Basis: Provisions exist for retaliatory franchise taxes against foreign corporations. 
Dev. Rev. Cope §104 (1935) (In practice no foreign corporation is subjected to 
the tax. §11.1, CCH Tax Serv., Del.) 


IncoME TAX 


None. 


DISTRICT OF COLUMBIA 
FRANCHISE TAX 


None measured by capital stock. 
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INCOME TAx 





Provision for Apportionment 


Income to be allocated in accordance with regulations of Commissioner “which 
in his opinion should be applied in order properly to determine the income of any 
corporation.” D. C. Cope §47-1504(b) (1940) 


Specific Allocation 


(1) Interest, dividends, rents and royalties, received from sources within the 
District. Regs. §10-2(c), $11-505, CCH Tax Senrv., D. C. 


Formula 


Ratio of Sales 


Those sales which “... were principally secured, negotiated, or affected 
(sic) by owners, employers, agents, and branches .. . located in the Dis- 
trict... .” Regs. §10-2(d) (1) (a), CCH Tax Serv., D. C. 


“Where the corporation or unincorporated business has its principal place 
of business outside the District, and maintains a place of business or a repre- 
sentative in the District for the sole purpose of doing business with the United 
States . . . sales of tangible personal property to the United States delivered 
from places outside the District shall not be considered ‘District sales’.” Regs. 
§10-2(d) (1) (b), 911-506, CCH Tax Senrv., D. C. 

(From January 31, 1948 to August 31, 1948 the District of Columbia experi- 
mented with title passage as the criterion for sales allocation. Cf. 11-506.10, 


CCH Tax Serv., D. C.) 
(Provision exists for separate allocation of service corporations through a 
ratio of charges for work done. Regs. §10-2(d)(2), 11-506, CCH Tax 


Serv., D. C.) 


Alternative Method of Computation 


In opinion of assessor, or on proper showing by taxpayer, separate accounting or 
other equitable method may be used. Regs. 10-2(d) (4), 11-508, CCH Tax 
Serv., D. C. 


Profit-Diverting Devices 


Where two or more organizations are owned or controlled by the same interest, 
assessor is authorized to allocate income among such organizations to prevent eva- 
sion of taxes. D. C. Cope §47-1520 (1940) 


FLORIDA 
FRANCHISE TAX 


Basis: Tax levied on privilege of doing local business measured by the total out- 
standing shares. Fra. Stat. §610.08 (1941) In practice there is allocation. 


Formula 


Ratio of assets (realty companies), or ratio of business done (manufacturing and 
selling companies). Letter of Attorney General to CCH, Oct. 3, 1939, 1302, CCH 


Tax Serv., Fla. 


Incomr TAX 


None. 
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GEORGIA 
FRANCHISE TAx (License Tax) (Foreign corporations only) 
Basis: That proportion of outstanding issued capital and surplus as property and 
assets within the state bear to property wherever situated. Ga. Cope Ann. §92-2403 


(1937). Corporation makes its own determination of this factor §92-301.103. Cf. 
also Tax Return, 6-402, CCH Tax Serv., Ga. 


INCOME TAX 
Provision for Apportionment 


Provision for apportionment where part of the business activity is carried on out- 
side the state. Ga. Cope Ann. §92-3113 (1937) 


Specific Allocation 


(1) “Net investment income”: income on bonds held for investment. Allocation 
follows situs of property or of the corporation. 

(2) Gains from the sale of tangible or intangible property not held, owned or 
used in connection with trade or business, nor for sale in regular course 
of business. Allocation follows location in the case of tangibles, and the 
business with which connected in the case of intangibles. Ga. Cope ANN. 
§92-3113 (Cum. Supp. 1947) 


Formula 
Ratio of Property 





Tangible property used in connection with trade or business. Valuation: 
Cost at beginning and end of tax year. 


Ratio of Wages and Salaries 





Defined as expenses for labor performed within the state. 


Ratio of Sales 


“The percentage which the sales made within this state, and through, from 
or by offices, agencies, branches or stores within this state is to the total 
sales wherever made. For the purpose of this section, in determining the 
amount of sales made within Georgia, there shall be excluded therefrom sales 
negotiated or effected in behalf of the taxpayer by agents or agencies chiefly 
situated at, connected with, or sent out, from premises owned or rented out- 
side the state by the taxpayer or by his agents or agencies for the transaction 
of business, and sales otherwise determined by the Commissioner to be attribu- 
table to the business conducted in such premises.” Ga. Cope Ann. §92-3113 
(Cum. Supp. 1947) 


Alternative Method of Computation 


Provision for separate accounting elimination of one or more fractions or other 
substitute for the statutory formula, upon proper showing by the taxpayer. Ga. 
Cope Ann. §92-3115 (1937) ; id. at §92-3113 (Cum. Supp. 1947) 


Profit-Diverting Devices 


If taxpayer maintains office outside the state to reduce taxes, proceeds from the 
office are includible in computing the tax. Ga. Cope Ann. §92-3113 (Cum. 
Supp. 1947) 

Closely affiliated or subsidiary corporations subject to scrutiny and overall 
apportionment in cases where diversion is suspected. Ga. Cope Ann. §92-3113 
(1937) Cf. id. at §92-3209. , 
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IDAHO 


FRANCHISE Tax (License tax is imposed without allocation. [10 et seqg., CCH Tax Serv., 
Idaho) 


INCOME Tax 
Provision for Apportionment 
Allocation by processes or formulas of general apportionment as prescribed by 
the Commissioner. IpAHo CopE ANN. §61-2416 (1932) 
Specific Allocation 


(1) Interest on bonds, notes, interest-bearing obligations of residents. 

(2) Compensation for labor or personal services rendered within the state. 

(3) Rentals, royalties from property located within the state. 

(4) Gains from the sale of realty located within the state. IpAHo Cope ANN. 
§61-2416 (1932) 


Formula 


Ratio of Property 


Average value of tangible property (real, personal, and mixed) within the 
state. 





Ratio of Payroll 


Those paid in Idaho in connection with business. 


Ratio of Sales 
Goods sold within the state when such sales are made from a sales office, 
warehouse, store, or other location situated within Idaho. Regs. Art. 16.10, 
§1494x, CCH Tax Serv., Idaho. 


Alternative Method of Computation 
Separate accounting is permissible, where nature of business and books of cor- 
poration so permit. Regs. Art. 16.11, §1494y, CCH Tax Senrv., Idaho. 
Commissioner may eliminate one or more factors in ratio or substitute alternative 
factors where he deems it so advisable. Regs. Art. 16.12, §1494z, CCH Tax Serv., 
Idaho. 


Profit-Diverting Devices 
Where two or more related businesses, so conduct activities in a manner not 
fairly reflecting proper taxable income, then Commissioner may require consolidated 
return. Regs. Art. 33.6, §1496z, CCH Tax Serv., Idaho. 


ILLINOIS 
FRANCHISE TAX 


Basis: That proportion of stated capital and paid-in surplus represented by value 
of property located within the state and business done within the state. Int. Rev. 
Stat. c. 32, §157.132 (1947) Cf. 95-315.02, CCH Tax Serv, Ill. 

Business originating from branch office within the state allocable to Illinois, 
wherever the purchaser and regardless of destination of goods. Ruling, Secretary of 
State, Jan. 23, 1935, 95-315.05, CCH Tax Senrv., Ill. 


INcoME TAx 


None. 
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IOWA 
FRANCHISE TAX 


None. 


Income TAx 
Provision for apportionment 


Tax imposed only on the portion of net income “reasonably attributable to the 
trade or business within the state.” Iowa Cope §422.33 (1946) 


Specific Allocation 


(1) Interest, dividends, rents, and royalties. Allocation according to location 
of the business activity productive of the foregoing types of income. Iowa 
Cove §422.33 (1946) 


Formula 


Ratio of Sales 


Gross sales of corporation within the state shall include sales delivered 
to purchasers within Iowa. Iowa Cope §422.33 (1946) ; Regs. Art. 513, 1768, 
CCH Tax Serv., Iowa 


Alternative Method of Computation 


Commissioner may permit or require taxpayer to utilize other methods—an 
alternative formula or separate accounting. Ordinarily separate accounting is 
unsatisfactory for manufacturing business, but may be permitted for merchandising 
concerns. Regs. Art. 518, §1772, CCH Tax Serv., Iowa. Corporations which 
manufacture outside of Iowa, and which sell within the state, are sometimes per- 
mitted to use an average of two or three factors such as property, payroll, and 
sales. Letter of State Tax Commissioner to CCH, Sept. 30, 1943, $1034.15, CCH 
Tax Serv., Iowa : 


Profit-Diverting Devices 


Consolidated returns mandatory if thereby taxable income will be more fully 
disclosed. Regs. Art. 534, 1784, CCH Tax Serv., Iowa 


KANSAS 
FRANCHISE TAX (Foreign corporations only) 


Basis: Proportion of issued capital stock represented by its property and business in 
Kansas. Kan. Gen. Stat. ANN. §17-702 (1935) 


Taxpayer apparently makes own determination of these factors. Cf. 7140, CCH 
Tax SeErv., Kan. 


IncomE Tax 
Provision for Apportionment 


In situations where books of account do not permit direct allocation, use of 
formula is authorized as outlined below. Kan. Gen. Stat. §79-3218 (Cum. Supp. 
1947) 


Specific Allocation 


(1) Income, rents, and royalties from real estate and tangible personal property. 
Allocation according to situs of the property. 
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(2) Income, interest, dividends, rents, and royalties from intangible property. 
Allocation according to the residence of the taxpayer. 

(3) Gains and losses from the sale of capital assets located within the state. 
Regs. Art. 87, pp. 267-36, CCH Tax Serv., Kan. 


Formula 
Ratio of Property 


Valuation: Average cost at beginning and end of taxable year or average 
of monthly values, whichever is most accurate. Appreciation must be eliminated. 





Ratio of Cost of Manufacturing 


Computed in accordance with the best accounting practice in the trade or 
industry of the taxpayer. Includes: Costs of material purchased for manu- 
facture. All sums expended for labor to the point where the product is finished 
or shipped out of the state. Manufacturing overhead, allocated in accordance 
with best accounting practice. 





Ratio of Selling Costs 
Substituted for manufacturing ratio when the taxpayer is not engaged in 
manufacturing, and includes expenses incurred by or through offices, agencies, 
or branches within the state. 





Ratio of Sales 


Defined as gross sales or revenue in connection with the business carried 
on within this state. Sales allocated to Kansas if made through, or by offices, 
agencies, warehouses, or branches located within the state, regardless of the 
location of the purchaser. Sales made by foreign solicitors or corporations to 
customers in Kansas through the medium of traveling salesmen, are not con- 
sidered as Kansas sales unless such salesmen are identified with offices, agen- 
cies, warehouses, or branches located within Kansas. 

In cases where taxpayer derives revenue from services performed, then 
allocation here by ratio of services performed within and without the state. 

In cases where taxpayer derives revenue from use of or interest in intangible 
or tangible personal property, revenue allocated by ratio of revenue from prop- 
erty within and without the state. Kan. Gen. Stat. §79-3218(c) (Cum. Supp. 
1947) ; Regs. Art. 88(1)-—(3), pp. 267-37, CCH Tax Serv., Kan. 


Alternative Method of Computation 


In cases where nature of business and books of account do permit, direct allo- 
cation (separate accounting) will be employed. Separate accounting not contem- 
plated in cases of “unitary businesses,” including manufacturing and selling 
corporations. 


“In the use of separate accounting methods, separate records must be kept 
of sales, cost of sales and expenses for Kansas business as distinct from the 
remainder of the business. Overhead item of income and expense must then be 
allocated to the business within and without Kansas upon a basis or combina- 
tion of bases, justified by the facts and conditions. The ratio of Kansas sales 
to total sales will usually represent a satisfactory basis for allocating over- 
head in a merchandising business. In a construction business, the ratio of 
direct cost of material and labor is usually more accurate. Federal income 
taxes should be allocated to Kansas in the ratio that Kansas net income bears 
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to the total net income of the corporation.” Regs. Art. 86, pp. 267-36, CCH 
Tax Serv., Kan. 


Provision also made for any other alternative method upon proper showing. 
Kan. Gen. Stat. §79-3219(a) (1935) 


Profit-Diverting Devices 


In cases where two or more corporations are owned or controlled by the same 
interests, directly or indirectly, consolidated reports may be required to prevent 
tax evasion. Kan. Gen. Stat. §79-3219(b) (1935) 


KENTUCKY 
FRANCHISE Tax (License Tax) 


Basis: That portion of the value of its capital represented by property owned and 
business transacted within Kentucky. Ky. Rev. Stat. §136.070 (1944) 


Sales Assignable to Kentucky 


Those made by corporation whose principal office is in Kentucky, wherever 
delivered, and which are not assignable to an office located in another state. 

Those made by corporation having principal office elsewhere, but where the sale 
is made through Kentucky branch office, to persons within and without Kentucky. 

The right to approve or reject the contract of sale does not affect its assignment 
unless the right is actively exercised. 

The remainder of allocation of property as located within the state, and busi- 
ness there done, is determined by the taxpayer, who must give full disclosure 
of the manner in which the values are ascertained. License Tax Instructions, 
11-401, CCH Tax Serv., Ky. 


INCOME TAX 
Provision for Apportionment | 


Where business is carried on partly within and partly without Kentucky, and 
when separate accounting is impracticable, income allocable to Kentucky may be 
determined through statutory fraction. Ky. Rev. Strat. §141.120 (1944) 


Specific Allocation 


(1) Interest, dividends, rent, royalties. Allocation: situs of tne source produc- 
tive of the aforementioned type of income. 

(2) Capital gains from tangibles within Kentucky or intangibles connected with 
Kentucky business. Ky. Rev. Stat. §141.120 (1944) 


Formula 


Ratio of Property 





Average value of property over the year, including inventories. In cases 
where tangible property includes rolling stock, then provision for apportion- 
ment through mileage ratio to ascertain its average valuc. Regs. Art. 120-4, 
10-812, CCH Tax Serv., Ky. 


Ratio of Business Done 





This is defined as the receipts from sales and other sources. Sales are 
assigned to the office, agency or place of business at which the transactions 
giving rise to the receipts are chiefly handled and attended to with respect 
to the negotiation and execution. Regs. Art. 120-3, 910-802, CCH Tax 
Serv., Ky. ; 
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Alternative Method of Computation 


Separate accounting permitted upon proper showing by the taxpayer, when the 
nature of business and accounting procedure employed make it practicable. Regs. 
Art. 120-2, $10-802, CCH Tax Serv., Ky. 


Profit-Diverting Devices 


Provision for allocation as one entity in cases where taxpayer has control of 
more than one corporation, and has so diverted receipts as to understate income. 
Regs. Art. 140-20, (10-823, CCH Tax Serv., Ky. 


LOUISIANA 
FRANCHISE TAX 


Basis: Every corporation is deemed to have employed in this state the proportion 
of its entire issued and outstanding capital stock, surplus, undivided profits and 
borrowed capital, using the arithmetical average of the following ratios: 


Ratio of Sales 


One-half of the sales secured through the efforts of salesmen attached to, 
or sent from offices, agencies, or other places of business within the state. 
One-half of the sales of merchandise delivered in Louisiana. 


Ratio of Property 





All of the taxpayer’s assets and property situated or used in Louisiana. 
Valuation: Book value, less depreciation and depletion. La. Laws 1935, §1, 
Act 10 


INcoME Tax 
Provision for Apportionment (Foreign corporations only) 
Tax is levied upon the net income earned within or derived from sources within 


this state. (Formula prescribed by regulations of the Commissioner.) La. GEN. 
Stat. ANN. §8587.34 (1939) 


Specific Allocation 


(1) Income from real estate and tangible personal property. Allocation according 
to location. 

(2) Intangible personal property productive of income. Allocation to owner’s 
residence, or location of business if property has business situs. 

(3) Gains from sale of capital assets. Regs. Art. 210, 11-506, CCH Tax 
Serv., La. 


Formula 
Ratio of Property 


Real and tangible personal property. Valuation: Average at beginning and 
end of tax year; book value, less depreciation and depletion. 





Ratio of Wages and Salaries 





Amount paid in connection with the business carried on within the state. 
Regs. Art. 215, 711-513, CCH Tax Serv., La. 
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Ratio of Sales 


For allocation criteria, sce franchise tax, Regs. Art. 215, 911-513, CCH 
Tax Serv., La. In determining whether a sale is to be considered as being 
consummated in Louisiana, the location of the customer or his place of business 
to which delivery is to be made, shall be the only criterion. Regs. Art. 216, 
911-514, CCH Tax Serv., La. 


Ratio of Other Revenue 





The entire amount of income from services shall be allocated to Louisiana 
if the employees who render the services are attached to an office or other 
place of business in Louisiana. Regs. Art. 216, 911-514, CCH Tax Senrv., La. 

Alternative Method of Computation 
Separate accounting authorized when books of account and nature of business so 
permit. Regs. Art. 213, 911-511, CCH Tax Serv., La. 
Profit-Diverting Devices 


Provisions for consolidated return when, in the Commissioner's opinion, two or 
more corporations so regulate their income as to require a combined statement. 
La. Gen. Stat. ANN. §8587.16 (Cum. Supp. 1947) 


MARYLAND 
FRANCHISE TAX 


None applicable to foreign corporations. Tax on domestic corporations is not appor- 
tion ed. Mp. Ann. Cope, Art. 81, §144 (Cum. Supp. 1947) 


INCOME Tax 
Provision for Apportionment 
Where business carried on partly within and partly without the state, net income 
attributable to Maryland determined by rules of Commissioner. Mp. ANN. Cope, 
Art. 81, §253(b) (Cum. Supp. 1947) 
Specific Allocation 
Rents and royalties from tangible personal property, or real property perma- 
nently located within Maryland. Mp. Ann. Cope, Art. 81, §253(a) (Cum. Supp. 
1947) 
Formula 


Ratio of Property 





Tangible property. Average value: yearly, monthly, or daily basis. 


Ratio of Business Done 





Sales “. . . principally secured, negotiated, or effected by employecs, agents, 
offices, or branches of the corporation located in this state... ."” Regs. #3, 
910-807, CCH Tax Serv., Md. 


Alternative Method of Computation 


“ 


Income attributable to the state “. . . determined by separate accounting where 
practicable, but where separate accounting is not practicable . . .” then allocation 
by rules of Commissioner. Mp. Ann. Cope, Art. 81, §253(b) (Cum. Supp. 1947) 
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Profit-Diverting. Devices 


Requires “supplemental return” to ascertain accurately locally derived net income. 
Mp. Ann. Cope, Art. 81, §236 (1939) 
No consolidated returns utilized. {11-050.01, CCH Tax Serv., Md. 


MASSACHUSETTS 
FRANCHISE TAX (Excise Tax) (Foreign corporations only) 


Basis: Tax levied on the value of its corporate excess employed by it in Massachu- 
setts. Mass. Gen. Laws, c. 63, §39 (1932) Corporate excess defined as such pro- 
portion of fair value of capital stock as fair value of the assets, real and personal 
employed within the commonwealth, less equity in real estate and machinery 
subject to local taxation and full value of non-taxable Massachusetts securities 
held in Massachusetts. Mass. Gen. Laws, c. 63, §30(4) (1932) 


IncoME TAX (Included within the measure of the Excise Tax) 
Provision for Apportionment 
(As defined below) 


Specific Allocation 
Domestic Corporations 


(1) Interest and dividends included in net income as defined. 

(2) Gains from the sale of capital assets, if such assets consist of intangible 
property, or personal or real property located within the commonwealth. 
Mass. GEN. Laws, c. 63, §37 (1932) 


Foreign Corporations 


(1) Gains from the sale of capital assets, if such assets consist of real or 
tangible personal property located in Massachusetts. 

(2) Interest from domestic corporations, specified associations, partnerships, 
residents, and certain trusts. Mass. Gen. Laws, c. 63, §41 (1932) 


Formula 


Ratio of Tangible Property 





Average value during the tax year. 


Ratio of Wages 


Paid to employees not chiefly located at out-of-state offices. 


Ratio of Gross Receipts 





Rentals, or royalties from property within the state. “Sales, except those 
negotiated or effected in behalf of the corporation, by agents or agencies chiefly 
situated at, connected with or sent out from premises for the transaction of 
business, owned or rented by the corporation outside the commonwealth, and 
sales otherwise determined by the Commissioner to be attributable to the busi- 
ness conducted on such premises.” Mass. Gen. Laws, c. 63, §§38.2, 4, 5, 6. 
(1932) 


Alternative Method of Computation 


Provision for elimination of one or more of the ratios where needed. Mass. Gen. 
Laws, c. 63, §38.3 (1932) 
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Profit-Diverting Devices 


Only fair value in payment to subsidiaries may be taken into account. Income 
attributable to the state may be determined by utilizing the combined incomes. 
Mass. Gen. Laws, c. 63, §33 (1932) 


MICHIGAN 
FRANCHISE TAX 


Basis: Every corporation shall pay a fee based on each dollar of its paid-up capital 
and surplus as represented by that portion of tangible and intangible property 
employed within Michigan. 

Property deemed to be within Michigan, if used in, or is acquired from, the 
conduct of business within this state, irrespective of the corporation’s domicile. 
Micu. Comp. Laws, §10143 (1929) 


INcoME TAX 
None. 


MINNESOTA 
FRANCHISE TAX 


None measured by capital stock. 


Income TAx (Franchise tax measured by net income) 
Provision for Apportionment 
(As defined below) 


Specific Allocation 
(1) Income or gains from tangible property. Allocation: Situs of property. 
(2) Income or gains from intangible property. Allocation: Residence of 
recipient. Minn. Stat. ANN. §290.17 (1945) 
Formula 


Ratio of Property 





Tangible property, real, personal, and mixed used in connection with the 
trade or business. Valuation: Cost less depreciation (average during tax year). 


Ratio of Payrolls 


Sums expended for locally performed services or services by employces iden- 
tified with local offices. Regs. Art. 19-4, 914-783 CCH Tax Serv., Minn. 


Ratio of Sales 


“ 


Sales made “. . . through, from or by offices, agencies, branches or stores 
within the state. . . .” Sales negotiated by agencies located elsewhere excluded. 
MINN. Stat. ANN. §290.19, subd. 1 (1945) 


Alternative Method of Computation 


Upon petition and proper showing, alternative method more fairly indicating 
net income attributable to the state may be utilized. There is a presumption that 
the formula is correct. Minn. Stat. ANN. $290.20) (1945) 


Provision also exists for weighting the ratios, in a prescribed manner, if a lesser 
tax may thereby be obtained. Minn. Stat. Ann. §290.19, subd. 1 (1945) 
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Profit-Diverting Devices 


Provision for recomputation when corporation so conducts business to reflect 
improperly net income attributable to the state. Minn. Stat. ANN. §290.34, subd. 1 
(1945) 


MISSISSIPPI 
FRANCHISE TAX 


Basis: Calculated on value of capital employed within the state. Miss. Cope ANN. 
§9317 (1942) Value of capital employed defined as value of real property, tangible 
personal property, and percentage of gross receipts within the state. Miss. Cope 
Ann. §9319 (1942) 

Gross receipts defined as business activity. Solicitation of sales not considered 
to be activity within the state. Maintenance of sales office deemed to be one factor 
in totality of business activity carried on. In cases of manufacturing corporations, 
suggestion that formula utilized in income tax law be employed. Memorandum from 
Assistant Attorney General to Chief of Income and Franchise Tax Division, 
Sept. 19, 1947, 915-007, CCH Tax Serv., Miss. 


InNcoME Tax 
Provision for Apportionment 


In cases where income is derived from sources within and without the state, 
apportionment according to processes of formulas of general apportionment 
prescribed by the Commissioner. Miss. Cope ANN. §9231(1)(c) (1942) 


Specific Allocation 


(1) Insurance premiums, interest from specified obligations of resident. 

(2) Dividends from domestic corporations, from foreign corporations, where 
more than 50% of the corporation’s income was derived from sources within 
the state. 

(3) Compensation for personal services or labor performed within the state. 

(4) Rentals, royalties and income from property within the state. Miss. Cope 
Ann. §9231(1) (a) (1942) 


Formula 


(Applicable to foreign corporations which maintain a place of business in Mis- 
sissippi and elsewhere, and whose system of accounts will not clearly reflect the 
net income attributable to Mississippi.) 


Manufacturing Corporations 


Ratio of Property | 





Property includes land, buildings, machinery, equipment, and other tangible 
property used in manufacturing. Valuation: Cost less depreciation or depletion. 
Computed by averaging values at beginning and end of the taxable period. 


Ratio for Expenditures for Labor 





Includes costs expended in payment for labor performed in the state, or 
paid in respect to direct and indirect manufacturing labor performed in this 
state. 


Ratio of Sales 


“Gross receipts from sales assignable to offices, agencies, or places of business 
within the state; provided suck receipts shall be assigned to that office, agency 


’ 
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or place of business at, or from which they are chiefly negotiated and executed; 
and at, or from which the principal activity leading to the sale was carried on. 
The place of sale is deemed to be the office, warehouse, store, agency or other 
selling unit, where orders are received and accepted by the vendor, regardless 
of the shipping point or destination of such merchandise.” Regs. #8, Art. 247, 
10-502, CCH Tax Serv., Miss. 


Trading Corporations 
Ratio of Sales 


No definitions; presumably it is the same as in the case of manufacturing 
corporations above. 


Personal Service Corporations 


No formula; each case determined separately. Regs. #8, Art. 247, (10-502, CCH 
Tax SeErv., Miss. 


Alternative Method of Computation 


Those corporations conducting “related” business elsewhere, which maintain a 
system of accounts reflecting net income earned within the state, shall apportion 
on this basis. Regs. #8, Art. 247 (2), 710-502, CCH Tax Serv., Miss. 

All corporations will be taxed by separate accounting unless the taxpayer’s rec- 
ords prevent its employment. “... the use of an apportionment formula will be 
discouraged. .. .” Regs. #8, Art. 247, 10-502, CCH Tax Serv., Miss. 


Profit-Diverting Devices 
None. 
MISSOURI 
FRANCHISE TAX 


Basis: That proportion of its outstanding shares and surplus as its property and 

assets in this state bear to property and assets everywhere. Mo. Laws 1943, p. 410. 

Both tangibles and intangibles included in this computation. Letter of Tax 
Commissioner to CCH, Apr. 6, 1936, 302.08, CCH Tax Serv., Mo. 


INCOME Tax 
Provision for Apportionment 


Where income results from a transaction partially within and without the state, 
then such portion of income shall be allocated to Missouri as will distribute to 
Missouri “. .. a portion based on portion of the transaction in this state and the 
portion in such other state or states....” Mo. Rev. Stat., Art. 21, §11343(3) 
(Cum. Supp. 1948) 


Specific Allocation 
Investment company’s own funds are not considered allocable income. Mo. Rev. 
Srat., Art. 21, §11343(3) (Cum. Supp. 1948) 
Formula 
Ratio of Sale: 


Amount of sales which are transactions wholly in this state shall be added 
to one-half the amount of sales which are transactions partly within and without 
the state. 
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Ratio of Business Done 





Taxpayer may utilize this in place of sales in cases where “sales do not 
express the volume of business.” Mo. Rev. Stat., Art. 21, §11343(3) (Cum. 
Supp. 1948) 


Alternative Method of Computation 


The formula method is treated initially as an optional one. But the taxpayer is 
deemed to have elected the formula option by (1) requesting its use, and (2) by 
“failing to keep its books and records in such manner as to show the net income 
applicable to this state.” Mo. Rev. Srat., Art. 21, §11343(7) (Cum. Supp. 1948) 


Profit-Diverting Devices 
None mentioned. 
MONTANA 
FRANCHISE TAX 


None measured by capital stock. 


Income Tax (Franchise tax measured by net income) 
Provision for Apportionment 


“If the income of any corporation from sources within the state cannot be prop- 
erly segregated from income without the state, then, in that event, the amount of 
the net income returned shall be that proportion of the taxpayer’s total net income 
which the taxpayer’s gross business done in the state of Montana bears to the 
total gross business of the taxpayer. ...” Mont. Rev. Cones §2297.1 (1935) 


Specific Allocation 


None. 


Formula 


No further statutory provision; in editorial comment, CCH states, where possible, 
“direct allocation is used; in other cases Property, Payroll and Sales formula is 
utilized.” The taxpayer has this discretion. 11-501, CCH Tax Serv., Mont. 


Profit-Diverting Devices 
Consolidated return may be required, excluding intercompany accounts where 
one corporation owns substantially all capital of another. Mont. Rev. Cones 
§2303.1(b) (1935) 
NEW JERSEY 
FRANCHISE TAX 

Basis: Levied on the New Jersey portion of the corporation’s net worth allocable 

to the state. N. J. Rev. Stat. §54:10A-5 (Cum. Supp. 1947) 


Net Worth: Issued and outstanding capital stock, paid-in surplus, earned 
surplus, surplus reserves, which can reasonably be expected to accrue to pro- 
prietors, and the amount of indebtedness owing to holders of ten per cent or 
more of the outstanding shares of the taxpayer. N. J. Rev. Stat. §54:10A-4(d) 
(Cum. Supp. 1947) 


Formula 
Ratio of Property 
Average value of real and tangible personal property. 
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Ratio of Wages 
Payments for services rendered within the state. Allocated to New Jersey 
if the service is performed entirely within the state, or if the employee render- 
ing the service is stationed at an office within the state. N. J. Rev. Star. 
§54:10A-6 (Cum. Supp. 1947) 


Ratio of Receipts 

Sales of tangible personal property located within the state at the time of 
receipt or appropriation to the orders. 

Sales of property not located at any continuous place of business outside tlic 
state, where the orders were received or accepted within the state. 

Receipts from services performed within the state. 

Rentals from property situated, and royalties from the use of patents or 
copyrights, within the state. 

All other business receipts earned within the state. N. J. Rev. Star. 
§54:10A-6 (Cum. Supp. 1947) 


Alternative Formula 


Ratio of Property 





Average value of total assets including intangible personal property of 
corporations not having a business situs outside the state. N. J. Rev. Strat. 
§54:10A-5 (Cum. Supp. 1947) 

The tax is applied to the greater of the results obtained from cither of the 
formulas. N. J. Rev. Stat. §54:10A-5 (Cum. Supp. 1947) 


Alternative Method of Computation 
Any method capable of effecting a fair allocation (but cf. note 88 supra). 
Inclusion or exclusion of one or more fractions is also authorized. N. J. Rev. Star. 
§54:10A-8 (Cum. Supp. i947) 
Profit-Diverting Devices 


Commissioner has power to examine books to adjust situations where corpora- 
tion has so arranged its accounts as to distort the application of the formula in order 
to lessen the tax. N. J. Rev. Stat. §54:10A-10 (Cum. Supp. 1947) 


INCOME TAX 
None. 


NEW MEXICO 
FRANCHISE TAX 


Basis: Levied on that proportion of its authorized and issued capital stock which 
is represented by the property within the state and business done within the state. 
N. M. Stat. Ann. §54-1202 (1941) 


INCOME TAX 
Provision for Apportionment 
Such proportion of net income as is derived from sales of products and goods, 
manufactured or which originated within New Mexico, and from other business 
done or property located within the state. N. M. Stat. Ann. §76-1231(b) (1941) 
Specific Allocation 
None. 
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Formula 


Ratio of Property 





Valuation: Cost less depreciation. 


Ratio of Sales or Business Done 





Sales of goods manufactured or which originated within New Mexico. Regs. 
Art. 3la, 11-507, CCH Tax Serv., N. M. 


Alternative Method of Computation 


Separate accounting or such alternative method permitted as will reasonably 
evaluate allocable net income. N. M. Stat. Ann. §761-231(d) (1941) 


Profit-Diverting Devices 


No consolidated return permitted, but Bureau has power to review separate 
returns concurrently in cases where true net income is not reflected. N. M. Star. 
ANN. §76-1236 (1941) 


NEW YORK 
FRANCHISE TAX 


Basis: Levied on that proportion of its total business and investment capital 
allocated to New York, in addition to a tax on subsidiary capital. N. Y. Tax 
Law, Art. 9-A, §210.1 (McKinney) 


Business Capital 


All assets, other than subsidiary capital and investment capital, less liabilities not 
deducted from subsidiary capital or investment capital which are payable by their 
terms on demand within one year from the date incurred, other than loans or 
advances outstanding for more than a year as of any date during the year covered 
by the report. N. Y. Tax Law, §208.7 (McKinney) Business capital includes loans 
to a sudsidiary, the interest on which is claimed by and allowed to the subsidiary 
as a deduction. Regs. Art. 332, 5-309, CCH Tax Serv., N. Y. (The proper pro- 
portion of business capital to be allocated to New York is determined by utilizing 
allocation formulas as outlined under Income Tax. N. Y. Tax Law, Art. 9-A, 
§210.4 (McKinney) ) 


Investment Capital 


Investments in stocks, bonds and other securities, corporate and governmental, 
not held for sale to customers in the regular course of business, exclusive of 
subsidiary capital. Commissioner has discretion to deduct any liabilities payable, 
by their terms, on demand or within one year from the date incurred, which are 
attributable to investment capital. 

Cash may be treated as investment or business capital if the taxpayer is owner 
of both types of assets. N. Y. Tax Law, Art. 9-A, §208.5 (McKinney); Regs. 
Art. 331, §5-308, CCH Tax Serv., N. Y. For allocation method, see N. Y. Tax 
Law, Art. 9-A, §§210.3(b), 210.5 (McKinney). 


Subsidiary Capital 


Investments in the stock of subsidiaries, plus indebtedness from subsidiaries on 
which interest is not claimed and deducted by the subsidiary for tax purposes. 
N. Y. Tax Law, Art. 9A, §208.4 (McKinney). For allocation, see N. Y. Tax 
Law, Art. 9-A, §210.7 (McKinney) 























1949] APPORTIONMENT IN TAXATION OF MULTISTATE BUSINESS 243 


Valuation: (Business, Investment, and Subsidiary Capital) Average fair 
market value of the gross assets. Usually computed on quarterly basis; computa- 
tion on a more frequent basis is permitted with approval of Commissioner. 

Fair market value of securities means between highest and lowest selling prices 
on a given date, with provision for alternative basis upon proper showing and 
approval by Commissioner. N. Y. Tax Law, Art. 9-A, §210.2 (McKinney) 


IncomME TAx 


Provision for Apportionment 


Levy based on that portion of the net income attributable to New York, as deter- 
mined by the allocation formulas defined below. N. Y. Tax Law, Art. 9-A, 
§210.1(a) (1) See also, N. Y. Tax Law, Art. 9-A, §210.3(a)-(c) (McKinney) 


Specific Allocation 


None as such, but cf. investment income defined as: “... Income, including 
capital gains in excess of capital losses, from investment capital, to the extent 
included in computing entire net income, less, in the discretion of the tax commis- 
sioner, any deductions allowable in computing entire net income which are attribu- 
table to investment capital or investment income. .. .” N. Y. Tax Law, Art. 9-A, 
§208.6 (McKinney) 

For method of allocation, cf. N. Y. Tax Law, Art. 9-A, §210.3(4) (b) 
(McKinney) 

Business income: Entire net income minus investment income. N. Y. Tax Law, 
Art. 9-A, §208.8 (McKinney) 

Once business income is determined, then the following ratios are employed: 
N. Y. Tax Law, Art. 9-A, §210.3(a) (1)-(3) (McKinney) 


Formula 


Ratio of Property 





Average value of real and tangible personal property. N. Y. Tax Law, 
Art. 9-A, §210.3(a)(1) (McKinney) Tangible personal property is within 
New York if and so long as it is physically situated or located there. Prop- 
erty held by an agent, consignee or factor is treated as the taxpayer’s and its 
inclusion in the numerator or denominator of the fraction depends on the 
location of the property. Property in transit to a point without New York 
is not property within New York. Regs. Art. 412, 5-809, CCH Tax 
Serv., N. Y. 


Ratio of Wages 

Includes wages paid to employees regularly connected with or working out 
of an office or place of business maintained by the taxpayer within New York. 
Commissioner has discretion to adjust in certain cases. Regs. Art. 414, [5-819, 
CCH Tax Senrv., N. Y. 

Employees include every individual except a general executive officer, where 
in the relationship between the individual and the taxpayer, the taxpayer has 
the right to control the individual as to means and result to be accomplished. 
Regs. Art. 414(1), 95-820, CCH Tax Serv., N. Y. 


Ratio of Gross Receipts 





Sales of its tangible personal property located within the state at the time 
of the receipt of or appropriation to the orders. 
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An order for the purchase of tangible personal property is received when 
it reaches an officer, employee, or other agent of the taxpayer authorized 
to solicit or receive the order. If the goods are sold by an independent factor 
outside New York, receipts are allocable to New York if the goods were in 
New York at the time of the receipt of factory order, or at the time the goods 
were shipped or otherwise appropriated to the factor’s orders by the taxpayer. 

Goods are appropriated when they are set aside, earmarked or associated 
with the order by the taxpayer, irrespective of whether title passes at the 
time of the appropriation. Regs. Art. 413(1), 75-812, CCH Tax Serrv., N. Y. 

Sales of tangible personal property not located at a permanent place of 
business outside New York, where the orders were received or accepted within 
the state. 

An order is deemed accepted within New York if it is received or accepted 
by taxpayer or agent chiefly situated at, connected with, or sent out from a 
permanent place of business of the taxpayer within the state. Regs. Art. 413(2), 

75-813, CCH Tax Serv., N.Y. } 

Receipts from services performed within the state: Criterion is that services 
be performed within New York; it is therefore immaterial where amounts of 
compensation were payable or where they are actually received. Regs. Art. 
413(3), 95-814, CCH Tax Senv., N. Y. 

Receipts from rents of real and personal property situated in New York. 

Receipts from royalties from use in New York of patents or copyrights. 
Regs. Art. 413(4), 95-815, CCH Tax Serv., N. Y. 

Note: The total tax on capital and income is computed in a prescribed 
manner, with alternative choices available. See N. Y. Tax Law, Art. 9-A, 
§210.1 (McKinney) 





Alternative Method of Computation 
Provisions for employing the business allocation or investment allocation to the 
entire net income under certain circumstances. N. Y. Tax Law, Art. 9-A, §210.6 
(McKinney) . 
Provision for including additional factors; excluding factors prescribed or the 
use of any method calculated to reach a fair result. No specific mention of sepa- 
rate accounting. N. Y. Tax Law, Art. 9-A, §210.8 (McKinney) 


Profit-Diverting Devices 


Combined reports required where sufficient indicia of control are present. N. Y. 
Tax Law §211.4 (McKinney) In cases where the Commissioner determines inter- 
company agreements exist for profit-diverting purposes, Commissioner may ascer- 
tain a fair profit on the transactions and tax thereon. N. Y. Tax Law, Art. 9-A, 
§211.5 (McKinney) 
NORTH CAROLINA 
FRANCHISE TAX 


Basis: Such proportion of capital stock, surplus, undivided profits as is ascertained. 
N. C. Gen. Stat. Ann. §105-122(3) (1943) 


Note: Formula computations for this and income tax are identical; citations 
to the capital stock tax will be made in conjunction with tax citations. 


INCOME Tax 
Provision for Apportionment (Foreign corporations only) 
As defined below. 
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Specific Allocation 


None. 


Formula 


(1) If the principal business within the state is manufacturing, or collecting, 
buying or processing: 


Ratio of Property 





Includes real estate and tangible personal property. Valuation: cost plus 
improvements, less depreciation, as of the close of calendar or fiscal year; 
Commissioner, when circumstances warrant, may approve a different basis. 


Ratio of cost of manufacturing, collecting, buying, assembling and processing 





Determined in accordance with best accounting practice in trade or business, 
unless, when circumstances warrant, Commissioner approves a different basis. 
Cost shall include: cost of goods, materials and supplics used in the above 
functions; total wages paid in above functions; total overhead properly as- 
signable in accord with best accounting practice. 

Income Tax: N. C. Gen. Stat. Ann. §§105-134 II-1 (a)-(g) (1943) 

Franchise Tax: N. C. Gen. Stat. Ann. §§105-122 (3) (A) (a)-(h) (1943) 


(2) If principal business of the corporation is selling, distributing, or dealing 
in tangible personal property, then the following ratios: 


Ratio of Property 





Value of real estate and tangible personal property (as defined in case of 
manufacturing corporations above). 


Ratio of Total Sales 


“|. made through or by offices, agencies, or branches located in North 
Carolina during the income year. . .'.” 

Income Tax: N. C. Gen. Stat. Ann. §§105-134 II-2 (a)-(e) (1943) 

Franchise Tax: N. C. Gen. Stat. Ann. §§105-122 (3) (B) (a)-(e) (1943) 





(3) If principal business is different from those above then ratio of gross receipts 
defined as entire receipts for the company. 
Income Tax: N. C. Gen. Stat. Ann. §§105-134 II-3 (a) (1943) 
Franchise Tax: N. C. Gen. Stat. Ann. §§105-122 (3) (C) (a) (1943) 


Alternative Method of Computation 


Upon proper showing by the taxpayer (where clear and cogent proof is offered 
that more than proper amount of income or capital stock is attributed to North 
Carolina), Commissioner has power to add to, subtract from, or substitute, a wage 
ratio. There is a presumption that formula is proper. (No separate accounting 
allowed. Cf. note 88 supra) 

Income Tax: N. C. Gen. Stat. Ann. §§105-134 II-4 (1943) 

Franchise Tax: N. C. Gen. Stat. Ann. §§105-122 (3)(D) (1943) 


Profit-Diverting Devices 


Provision for treating affiliated corporations as one, with regard to intercorporate 
debts. 

Income Tax: N. C. Gen. Stat. Ann. §§105-143 

Franchise Tax: N. C. Gen. Stat. Ann. §§105-122 
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NORTH DAKOTA 
FRANCHISE TAX 


None. 


Income Tax 
Provision for Apportionment 


Where business of taxpayer is carried on partly within and partly without the 
state, allocation is prescribed. N. D. Rev. Cope §57-3812.2 (1943) 


Specific Allocation 


(1) Income from interest, dividends, rents, and royalties are allocated to North 
Dakota if received in connection with North Dakota business. 

(2) Capital gains from sale of property. If realty or tangible personalty, alloca- 
tion follows location. If property is intangible, allocation follows business 
with which property is connected. N. D. Rev. Cope §57-3812.2 (1943) 


Formula 


Ratio of Property 





Tangible property. Valuation: Average value. N. D. Rev. Cope §57-3813.1 
(1943) 


Ratio of Business Done 





Wages assigned to North Dakota if paid to employee chiefly connected 
with North Dakota place of business. N. D. Rev. Cope §57-3813.2 (1943) 

Expenses assigned to office, agency, or place of business at which incurred. 
N. D. Rev. Cove §57-3813.5 (1943) 

Sales assigned to office, agency, or place of business where transaction is 
chiefly negotiated. N. D. Rev. Cope §57-3813.6 (1943) 


Alternative Method of Computation 


Separate accounts permitted, when, in Commissioner’s judgment, it will “reason- 
ably reflect” income assignable to the state. N. D. Rev. Cope §57-3814.2 (1943) 

Commissioner has power to adjust the tax equitably in cases where formula 
operates improperly. N. D. Rev. Cope §57-3814.8 (1943) 


Property-Diverting Devices 


Provisions exist for adjusting tax returns to reflect proper net income, in cases 
where corporation contracts to sell at less than a fair return or so arrange transac- 
tion as to divert income. N. D. Rev. Cope §57-3814.5, 7 (1943) 


OHIO 
FRANCHISE TAX 


Basis: That proportion of value of issued and outstanding capital stock as is repre- 
sented by the fair value of its property, and ratio of business done. Onto GEN. 
Cove Ann. §5498 (1945) 


Formula 


Ratio of Property 


Fair value of real estate: depreciated book value. Rule No. 277, 303a, 
CCH Tax Serv., Ohio , 
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Intangible property: Allocated to state if used in connection with Ohio 
business. 306.02, CCH Tax Serv., Ohio 

Situs of tangible property is the location thereof. 304.03, CCH Tax Senrv., 
Ohio 


Ratio of Business Done 





Sales ratio utilized: “All sales of goods from warehouses in Ohio, wherever 
manufactured, shall be considered as Ohio sales. In the case of manufacturing 
companies, all sales of goods manufactured in Ohio, wherever sold, shall be 
considered as Ohio sales, except sales of such products as are sold from ware- 
houses outside of this state.” Rule No. 275, 9305, CCH Tax Srrv., Ohio 


INCOME TAx 
None. 


OKLAHOMA 
FraNCHISE Tax (License Tax) 


Basis: Each corporation shall pay a tax on its capital used, invested, or employed 
in Oklahoma, computed by ratio of property owned and business done in Oklahoma. 
Oxta. Stat. ANN. tit. 68, §638 (1941) 

Property owned is the book value at cost. Reg. 18, 5-313, CCH Tax Serv., 
Okla. 


IncoME TAx 
Provision for Apportionment 


Income derived from property owned and business done partly within and 
partly without the state shall be apportioned. Oxia. Stat. ANN. tit. 68, §876(a) 
(Cum. Supp. 1948) 


Specific Allocation 


(1) Income from real and tangible personal property and gains or losses from 
the sale of such property allocated in accordance with the location of such 
property. 

(2) Income from intangible personal property allocated in accordance with the 
residence of the taxpayer, or in accord with its business situs. 

(3) Income from a business of substantial separateness and completeness sepa- 
rately allocated to the state. Oxia. Stat. ANN. tit. 68, §878(e)-(f) (1941) 


Formula 


Ratio of “average accumulated investment.” 





Defined as tangible property, real and personal. Valuation: Beginning and 
end of tax year. 


Ratio of Expenditures 





This includes “direct costs of operation” excluding the cost of goods pur- 
chased for manufacture. 


Ratio of Sales 


Sales allocated to Oklahoma if delivered to a local purchaser; shipped to 
a purchaser from a point in Oklahoma to any point except to another state, 
where the taxpayer is doing business, if delivered in accordance with instruc- 
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tions received by an Oklahoma factory, office or branch, or by representative 
working from such office or resident within the state. Oxia. Stat. ANN. 
tit. 68, §878(g¢) (1)-(3) (1941) 
Alternative Method of Computation 
Provides for varying, adding, or subtracting to the ratio employed in cases 
where improper allocation results from the operation of the formula. Proper 
showing must be made. Oxta. Stat. ANN. tit. 68, §878(h) (1941) 
Profit-Diverting Devices 


Provision for consolidated returns in cases where one or more corporations are 
controlled by taxpayer, and where books of account fail to reflect proper amount 
of profit. Oxia. Stat. ANN. tit. 68, §878(i)-(1) (1941) 


OREGON 
FRANCHISE TAX 


None measured by capital stock applicable to foreign corporations. 


Income Tax (Excise tax measured by net income) 
Provision for Apportionment 
In cases where applicable, apportionment of net income attributable to Oregon 
is to be determined by rules as promulgated by the Commissioner. Ore, Comp. 
Laws Ann. §110-1507(a), (b) (1940) 
Specific Allocation 


(1) Interest, dividends, rents, royalties and income from the sale of intangible 
capital assets. Allocation to the state in which the property productive of the 
income is located. Regs. Art. 507-2, 11-504, CCH Tax Serv., Ore. 

(2) Income and gain from tangible property located in Oregon. 


Formula 


Ratio of Property 





Tangible personal property. Average value during the year; base: cost 
less depreciation. 


Ratio of Wages 
Wages paid to employees if services were rendered in connection with busi- 
ness carried on in Oregon. 


Ratio of Gross Sales or Charges for Services Performed 





In cases of sales of goods made from the taxpayer’s stock, the sale is 
allocable to Oregon if the situs of the goods is Oregon, irrespective of the 
destination of the goods, or the place where the contract of sale is consummated. 
In cases where sale is of goods not of the taxpayers stock (broker sales), 
then allocable to Oregon if made through or by offices, agencies, or branches 
located in Oregon. Regs. Art. 507-2, 11-504, CCH Tax Senrv., Ore. 


Alternative Method of Computation 
Separate accounting permitted only where business is non-unitary. Regs. Art. 
507-2, 911-504, CCH Tax Serv., Ore. 
Profit-Diverting Devices 


Consolidated returns required to reflect income properly attributable. Regs. Art. 
525-b, 11-702, CCH Tax Serv., Ore. 
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PENNSYLVANIA 
FRANCHISE Tax (Foreign corporations only) 


Basis: That proportion of actual value in cash at close of year of capital stock 
as is apportioned to state. Formula identical with provisions in income tax. Cita- 
tion set forth below. (After January 1, 1949, this statute is inapplicable to the 
extent that the corporate capital is employed solely in manufacturing.) Pa. Stat. 
ANN. tit. 72, §187 1(a) (Cum. Supp. 1947) 


IncomME TAX 
Provision for Apportionment 
As defined below. 


Specific Allocation 


Gains and losses from the sale of realty and tangible personal property. Allo- 
cation in accordance with location of property sold. Pa. Stat. ANN. tit. 72, 
§3420b..2(a-—b) (Cum. Supp. 1947) 


Formula 
Ratio of Property 


Tangible property. Pa. Stat. ANN. tit. 72, §3420b..2(c)(1); Fr. Tax: 
Pa. Stat. ANN. tit. 72, §1871(b) (1) (Cum. Supp. 1947) 





Ratio of Wages 
Earned by employees not located at offices outside the state. Pa. Stat. ANN. 
tit. 72, §3420b..2(c)(2); Fr. Tax: Pa. Stat. Ann. tit. 72, §1871(b) (1) 
(Cum. Supp. 1947) 


Ratio of Gross Receipts - 





All gross receipts assignable to Pennsylvania, except those negotiated or 
effected by agents or agencies chiefly situated at, connected with, or sent out, 
from premises for the transaction of business maintained by the taxpayer out- 
side of the commonwealth. Rents and royalties from locally situated property. 
Dividends and interest attributable to business within the commonwealth. Pa. 
Stat. ANN. tit. 72, §3420b..2(c)(3); Fr. Tax: Pa. Stat. ANN. tit. 72, 
§1871(b) (3) (Cum. Supp. 1947) 


Alternative Method of Computation 


Commissioner has power, upon proper showing, to eliminate one or more of the 
factors utilized in the formula. However, there is no authority granted to permit 
the application of separate accounting. Pa. Stat. ANN. tit. 72, §3420b..2(c) (3) 
(Cum. Supp. 1947) 


Profit-Diverting Devices 


None. 


RHODE ISLAND 


FRANCHISE Tax (Corporate excess) 


Basis: Levied on proportion of corporation value as ratio of fair cash value of real 
estate and tangible personal property, within and without the state, or ratio of 
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gross receipts, or such ratio as Commissioner may determine to be equitable. 
R. I. Laws c. 1887, Art. 1, §7 (1947) 


Income Tax (Franchise Tax) 
Provision for Apportionment 
“In the case of a taxpayer carrying on business, both within and without this 
state, its net income shall be apportioned in this state by means of an allocation 
fraction. ...” R. I. Laws c. 1887, Art. 1, §6 (1947) 
Specific Allocation 


None. 


Formula 


Ratio of Property 





Average net book value of tangible real and personal property. 


Ratio of Wages and Salaries 





Payments made for wages to employees. Allocation to that office at which 
the employee chiefly works, from which he is sent out, or with which he is 
chiefly connected. 


Ratio of Gross Receipts 





The gross receipts from sales and other sources which are assignable to 
offices, agencies, or places of business from which the sales are chiefly nego- 
tiated. R. I. Laws c. 1887, Art. 1, §6 (1947) 


Alternative Method of Treatment 
Upon proper showing of inaccurate allocation, equitable adjustment may be 
made. R. I. Laws c. 1887, Art. 1, §6(1947) ‘Cf. Tax Returns, 11-401, CCH Tax 
Serv., R. I. 
Profit-Diverting Devices 
None. 


Note: Capital stock tax or income tax is applied, depending upon which provides 
the greater yield. R. I. Laws c. 1887, §2 (1947) 


SOUTH CAROLINA 


FRANCHISE TAX (License Tax) 


Basis: Such proportion of capital stock as the property used within the state in 
conduct of business bears to total property. S. C. Cope Ann. §2681 (1942) Cor- 
poration makes own determination of values. Cf. Form L-312, 140, CCH Tax 


Serv., S. C. 


Income Tax (Foreign corporations only) 
Provision for Apportionment 


As provided for in the formula. 


Specific Allocation 
Gains or losses from the sale of real property. Allocation in accordance with 
location. S. C. Cope Ann. §2451(5) (Cum. Supp. 1946) 
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Formula 


(1) Where principal business is manufacturing, collecting, buying, assembling, 
or processing goods and materials within the state: 


Ratio of Property 





Defined as real estate and tangible personal propery. Valuation: Book 
value where no appraisal; otherwise highest appraised values used for inven- 
tory, depletion, or depreciation purposes. Computation based on average 
monthly value or average of value at beginning and end of tax year, whichever 
is more accurate. S. C. Cope Ann. §2451(6) (Cum. Supp. 1946) 





Ratio of Cost of Manufacturing 





Defined as cost of collecting, buying, assembling, or processing. Costs deter- 

mined in accordance with best accounting practice in the trade or business 

which shall normally include: “The total cost of all goods, materials, and 

! supplies used; the total wages paid or accrued, total overhead properly al- 
locable.” S. C. Cope Ann. §2451(2) (Cum. Supp. 1946) 


(2) Where principal business is selling, distributing, or dealing in tangible per- 
sonal property : 


Ratio of Property 
As defined above. 





Ratio of Sales 


. which were principally negotiated or effected by employees, agents, 
consignees, offices, or branches of the taxpayer resident or located . . . in this 
state... .” S. C. Cope Ann. §2451(3) (Cum. Supp. 1946) 


(3) For business other than (1) and (2) above, use ratio of gross receipts. 
(No further explanation in the statute) S. C. Cope Ann. §2451(4) (Cum. 
Supp. 1946) 


Alternative Method of Computation 


Separate accounting authorized, if, in the opinion of the Commissioner, the books 
and accounts of the corporation properly reflect income attributable to the state. 
S. C. Cope Ann. §2451(8) (Cum. Supp. 1946) 





Profit-Diverting Devices 
Commission may require such facts as it deems necessary to determine proper 
income attributable to South Carolina in situations where distortion of true allocable 
net income is suspected. S. C. Cope Ann. §2454(3) (Cum. Supp. 1946) 
SOUTH DAKOTA 
Apportionment Statute repealed except as to Banks. 10-000, CCH Tax Serv., S. D. 
TENNESSEE 

' FRANCHISE TAX 
Basis: 


(1) If the principal business is manufacturing, that proportion of capital stock, 
surplus, and undivided profits as is represented by: 


Ratio of Property 








Real property and tangible personalty. 
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Ratio of Manufacturing Costs 





Total costs of all goods, materials, and supplies used in manufacturing. 
Total wages paid, and total overhead, or manufacturing burden properly 
assignable in accord with good accounting practice. Reg. 5, 9312, CCH 
Tax Serv., Tenn. 
(2) If the principal business is merchandising, that proportion of capital stock, 
surplus and undivided profits represented by: 


Ratio of Property 
As above. 





Ratio of Sales 


Made through or by offices, agencies, public or private warehouses or 
branches located in Tennessee. TENN. CopE ANN. §1248.145 (Williams, 
1934), as amended by Tenn. Laws 1947, c. 43 


Income Tax (Excise Tax) 
Provision for Apportionment - 
As defined below. 


Specific Allocation 
None. 
Formula 


(1) If the principal business is manufacturing : 


Ratio of Property 





Real and tangible personal property. 


Ratio of Cost of Manufacturing 
As defined above. 





Ratio for Gross Sales 


As defined above. 
TENN. Cove ANN. §1316(1) (Williams, 1934), as amended by Tenn. 
Laws 1947, c. 42 


(2) If the principal business is merchandising : 





Ratio of Property 
As defined above. 





Ratio of Total Sales 





(a) Those made to customers within this state. 

(b) Made through or by offices, agencies, public or private warehouses, 
or branches located in Tennessee during the income year. TENN. 
Cope ANN. §1316(2) (Williams, 1934), as amended by Tenn. Laws 
1947, c. 42 


Alternative Method of Computation 


Where proper showing is made, any other equitable method. Tenn. Cope ANN. 
§1316(3), as amended by Tenn. Laws 1947, c. 42 
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Profit-Diverting Devices 


None. 


TEXAS 
FRANCHISE TAX 


Basis: That proportion of outstanding capital stock as gross receipts from business 
within Texas bear to total gross receipts. Tex. Stat., Rev. Civ., Art. 7084(a) 
(Cum. Supp. 1947) 


IncoME Tax 


None. 


UTAH 
FRANCHISE TAX 


None measured by capital stock. 


IncoME TAx (Excise tax) 
Provision for Apportionment 


Apportionment according to formula in cases where the corporation’s business 
activities so warrant. Uran Cope Ann. §80-13-21 (1943) 


Specific Allocation 


(1) Rents, interest, dividends, and royalties. Allocation to the locus of the 
activity from which the income emanates. 

(2) Capital gains allocated to Utah if the tangible property is there located. 
Uran Cope Ann. §80-13-21 (1943) 


Formula 


Ratio of Property 





Tangible property. Valuation: Average during the tax year. 


Ratio of Wages 
Sums paid for wages of all employees except those chiefly connected with 
business without the state. 


Ratio of Gross Receipts 





“Sales, except those negotiated or effected in behalf of the corporation by 
agents or agencies chiefly situated at, connected with or sent out from premises 
for the transaction of business owned or rented by the corporation outside this 
state ...and sales otherwise determined by the Tax Commissioner to be 
attributable to this state.” Rentals or royalties from property situated within 
the state, or from the use of patents within the state. Urain Cone ANN. 
§80-13-21 (1943) 


Alternative Method of Computation 


Any alternative method permissible upon proper showing. Uta Cove ANN, 
§80-13-21 (1943) 
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Profit-Diverting Devices 


Provision that consolidated return may be required in cases where related 
concerns apportion cost and income factors in a manner improperly indicating 
net income attributable to Utah. Uran Cope Ann. §80-13-24 (1943) 


VERMONT 
FRANCHISE TAX 


None measured by capital stock. 


Income Tax (Franchise Tax) 


Provision for Apportionment 


Apportionment provisions are applicable where business is conducted partly 
within and partly without the state. Vr. Pus. Acts §888 pp. 33, 34 (1947) 


Specific Allocation 


None in apportionment section. 
Formula - 


Ratio of Property 
Average value of real and tangible property at beginning and end of tax year. 





Ratio of Wages 


Those paid to employees within the state. 


Ratio of Sales 


Sales within the state. 
Vr. Pus. Acts §888 I-III pp. 33, 34 (1947) 


Alternative Method of Computation 


In special cases where, in Commissioner’s judgment, the formula operates inequi- 
tably, net income may be allocated in accordance with rules and regulations pre- 
scribed by Commissioner. Vt. Pus. Acts §888 pp. 33, 34 (1947) 


Profit-Diverting Devices 
Consolidated returns may be required. Vt. Pus. Laws §892 (1933) 


VIRGINIA 
FRANCHISE TAX 


None requiring apportionment. 


IncomME TAX 
Provision for Apportionment 
Tax levied on such proportion of net income as is attributed by application of the 
formula, or by separate accounting methods. Va. Cope Ann. §54, Tue Tax Cope 
(1942) 
Specific Allocation 


None. 





| 
| 
| 
| 
| 
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Formula 
Ratio of Property 





| Fair market value; close of tax year. 


Ratio of Gross Receipts 





Gross receipts shall include “all receipts from persons, firms, corporations, 
partnerships and associations, who or which are in this state, wherever paid, 
and all receipts from sales, wherever made, of goods, wares, and merchandise 
manufactured, or which originated, in this state.” Va. Cope Ann. §54, THE 
| Tax Cove (1942) 


Alternative Method of Computation 


If the books of account so permit, corporation is permitted to employ gross 
receipts ratio (as defined above) and ratio of other business done within the 
state. Above may be determined by separate accounting, but statute also includes 

} provision for further adjustment upon proper showing. Va. Cope ANN. §54, 
Tue Tax Cope (1942) 


Profit-Diverting Devices 


In any case of two or more related trades owned or controlled, directly or 
} indirectly, by the same interests, the department of taxation may, if necessary in 
order to make an accurate distribution or apportionment of gains, profits, income, 
deductions, or capital between such related businesses, consolidate the accounts. 
Va. Cope Ann. §58, THE Tax Cone (1942) 


WASHINGTON 
FRANCHISE TAX (License Tax). (Foreign corporations only) 
Basis: Levied on that proportion of capital stock as is represented by property and 
business within the state. Wasx. Rev. Stat. Ann. §3836-5 (Cum. Supp. 1940) 
WEST VIRGINIA 
FRANCHISE TAX (License TAx) (Foreign corporations only) 


Basis: Such proportign of issued and outstanding stock as is represented by property 
owned and used within the state. W. Va. Cope Ann., c. 11, Art. 12, §935 (1943) 








INcoME TAx 


None. 


WISCONSIN 
FRANCHISE TAX 


None. 


INCOME TAX 
Provision for Apportionment 


Taxpayers engaged in business within and without the state shall be taxed only 
on such income as is derived from business and property located in Wisconsin. 
Wis. Stat. §71.07(2) (1947) ; 
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Specific Allocation 
(1) Income from rents, royalties, from real and other tangible property. Allo- 
cation in accordance with location of property. 
(2) Income from specified intangibles; allocation in accordance with residence 
of recipient. Ws. Star. §71.07(1) (1947) 


Formula 


Ratio of Property 





Tangible property, real, personal and mixed. Valuation: Average value at 
end and beginning of the year; or the average of monthly values, which more 
fairly represents proper amount. 


Ratio of Manufacturing Costs 





Overhead expense, cost of goods used in manufacturing within the state. 
Wages and salaries expended on goods within the state. Good accounting 
practice as employed in analogous trade or business utilized to ascertain above 
factors. 


Ratio of Sales 
Made through or by offices, agencies, or branches located in Wisconsin. Sales 
made by traveling salesmen of foreign corporations are not Wisconsin sales 
unless such salesmen are identified with offices, agencies, or branches within 
Wisconsin. Location of goods or purchaser is irrelevant. Wa1s. Stat. §71.07(2) 
(1947) ; Regs. Rule 123, 10-830, CCH Tax Serv., Wis. 


Alternative Method of Computation 
Statute provides for omission of any one or more of ratios employed and for 
separate accounting when possible. Wis. Stat. §§71.07(2), (3), (5) (1947) ; Regs. 
Rule 122, (10-820, CCH Tax Serv., Wis. , 


Profit-Diverting Devices 
Provision for inspecting profit-diverting arrangements of corporations conducting 
business to distort taxable income. Ws. Stat. §71.11(7)(a) (1947); Regs. 
Rule 204, (12-110, CCH Tax Ssav., Wis. 








OEE ——— 














| 
| 


} 
i 
| APPENDIX B 
FORMULAS EMPLOYED 
} TAXES MEASURED BY CAPITAL 
; Property—Sales Property Property Or Business Done 
Alabama Arkansas Florida 
Louisiana Colorado 
| Rhode Island % Georgia Property Or Gross Receipts 
Massachusetts Rhode Island 5 
| Michigan Texas 
Missouri 
j New York 2 








South Carolina 
West Virginia 


Property—Sales 


Property—Business_Done { Property—Manufacturing Costs 











Illinois North Carolina 
' Kansas Tennessee 4 
Kentucky 
eae Property—Payroll—Sales 
| Ohio New Jersey 
Cthteaes Pennsylvania 
Washington 
} 


Employ Income Tax Only 








Arizona Minnesota 
California Montana 
Connecticut North Dakota 
Dist. of Columbia Oregon 
Idaho Utah 
Iowa Vermont 
Maryland Virginia 

\ Wisconsin 


1 See Appendix A (Massachusetts) 
2Jd. (New York). 

3 Jd. (Rhode Island). 

4 Id. (Tennessee). 

5 Jd. (Rhode Island). 
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Taxes MEASURED BY Net INCOME 
Property—Payroll—Sales Property—Manufacturing Costs—Sales 
California 1 Alabama 
Connecticut Arizona 
Georgia Kansas 
Idaho Oklahoma 
Louisiana Wisconsin | 
Massachusetts 
Minnesota Property—Manufacturing Costs 
Mississippi ° Property—Sales 
Montana * North Carolina 
New York South Carolina 
Oregon Tennessee 
Pennsylvania | 
Rhode Island Property—Sales 
Utah 
Vermont Colorado 

Kentucky 2 
Property—Business Done Maryland 
Virginia 
North Dakota ® 
New Mexico? 
Employ Franchise Tax Only Sales 
Florida Ohio District of Columbia 
Illinois Washington Iowa 
Michigan West Virginia Missouri ‘* | 


New Jersey 
Manufacturing Costs 





Arkansas 


1 See Appendix A (California). 
2Jd. (Kentucky). 

3 Jd. (Mississippi). 

4 Jd. (Missouri). 

5 Jd. (Montana). 

6 Jd. (North Dakota). 

7Jd. (North Dakota). 
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APPENDIX C 


Ker: SALES ALLOCATION ANALYSIS 


I. Sales allocated to state if made through or by offices within the state. 


II. Sales assignable to office from which transactions giving rise to the sale are chiefly 


negotiated. 


III. Sales assignable if made from a sales office, warehouse within the state. 
IV. Sales allocated to state if made by salesmen attached to offices within the state. 
V. All sales assignable to state except those negotiated by salesmen attached to out-of- 














state offices. 
FRANCHISE TAX 
Office At Which Location Of Destination Place Of Sales Ratio 
Negotiated Goods Of Merchan- Manufac- Employed 
Illinois (I) Ohio dise Or Resi- ture Without 
Kentucky (I) New Jersey 2 dence Of Alabama Specification 
Louisiana (4) (IV) Purchaser Ohio? Rhode Island 
Mississippi (II) Alabama Texas 
North Carolina (I) Louisiana (4) 
Pennsylvania (V) 
Tennessee (I) 
INcOME TAX 
Office At Which Location Of Destination Of Location 
Negotiated Goods Merchandise Or Of Employee 
Arizona (1) Alabama Residence Of Negotiating 
Connecticut (II) New York 4 Purchaser The Sale 
District of Columbia (II) New Jersey 5 Colorado California 
Georgia (I) (V) Oklahoma & Iowa Utah? 
Idaho (III) Oregon 8 Louisiana (4) 
Kansas (I) ] Oklahoma & Place Of 
Kentucky (II) Manufacture 
Louisiana (4) (IV) No Specifi- Or Origin 
Maryland (II) cation New MMekice 
Massachusetts (V) Arkansas 8 Virginia 
Minnesota (I) Missouri 
Mississippi (II) Montana 
New York (IV)? Vermont 


New Jersey ® 
North Carolina (I) 
North Dakota (II) 
Oregon (I) ® 8 
Pennsylvania (V) 
Rhode Island (II) 
South Carolina (ITI) 
Tennessee (I) 
Wisconsin (T) 
1 See Appendix A (Ohio). 
27d. (New Jersey). 


3 See Appendix A (Arkansas). 


47d. (New York). 





5 Jd. (New Jersey). 
8 Jd. (Oklahoma). 
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7 Cf. note 32 supra, and related text. 
8 See Appendix A (Oregon). 
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Dissents And Concurrences 


Critique of Paul’s “Cold War Taxation Policy.”' Mr. Paul’s probe 
into the wisdom of reducing taxes—in a cold war—to spur mass purchasing 
power and venture capital is destined to provoke lively debate.*, He makes 
two major points. First, he concludes that low incomes must endure a heavy 
tax burden for the duration of the cold war. Secondly, although Mr. Paul 
performs an excellent job—and one much needed—in destroying the argu- 
ment that tax reduction on high incomes is a needed stimulus to venture 
capital, he nonetheless favors a reduction of surtaxes in the “moderately high 
brackets” to induce “executive leaders to devote additional effort to the de- 
velopment of the economy.” The cold war, he concludes, precludes tax 
incentives for mass purchasing power but not for “individual enterprise.” 
The pattern fashioned by the designer of New Deal tax policy assumes a New 
Look—not cut, however, in New Deal style. I dissent from Mr. Paul’s cold 
war tax policy of continued heavy taxes for the low incomes and reduced 
taxes for the higher incomes. 

Mr. Paul’s array of statistics illuminating the terrific cost of prosecuting 
the cold war is most arresting. During the three-year period following the 
cessation of hostilities in World War II, the per capita expense for war- 
related items rose from $20.15 to more than $214; and the peak may not yet 
be reached. The 1949 budget calls for the expenditure of $33 billion for war- 
connected activities. In the light of these figures, Mr. Paul submits that the 
cold war requires a broad base and low exemptions on the ground that “we 
cannot save the low incomes from a heavy tax burden without depriving the 
Government of the revenue required to make the expenditures it will have to 
make in the next few years.” ® 

Mr. Paul deplores the tax plight of the low income groups but sees no 
solution. He states that “The alternative of taxing the higher personal incomes 
has been nearly exhausted,” * observing that confiscation of all the income of 
upper-bracket income taxpayers would not replace the revenue lost by a 
substantial tax reduction upon the lower incomes. Granted the necessity of 
replacing lost revenues, have all other alternatives, apart from increased taxes 
on higher personal incomes, been exhausted? To offset the decrease in reve- 
nues attending tax reduction upon the lower incomes, corporate taxes could 
be increased sufficiently to yield an equivalent amount. Corporations were 
given early relief after the war in very substantial amount—the repeal of the 
excess-profits tax. Corporate profits are at an all-time high in American 


14 Tax L. Rev. 35 (1948). 
2 Cf. Nelson, Taxes as Brake on Risk Capital, Dec. 5, 1948, §3, pp. 1, 2, col. 4. 
°4 Tax L. Rev. 38. 
44 Tax L. Rev. 38. 
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history. Profits during 1947 reached a new peak of $29.8 billion before taxes.® 
During the war years 1940-1945, corporate profits averaged, after taxes, about 
$9.2 billion annually. In 1947, corporate profits rose to $18.1 billion after 
taxes.° “Not only profits (during 1947) for industry as a whole, but also 
profits for most industry subgroups were exceptionally high.” * And, notes 
the Midyear Economic Report of the President to the Congress, profits for 
the first half of 1948 “exceeded last year’s average, reflecting high prices for 
a high volume of output.” ® 

Thus, at existing levels, corporate profits could be tapped to an additional 
extent of $9 billion and still maintain the level of corporate profits, after 








5 See note 6 infra. 

8 The following data, showing profits before and after taxes of all private corporations 
for the years 1936-1947, are taken from the statistics tables appended (at p. 100) to 
the Report to the President by the Council of Economic Advisers on “The Economic 
Situation at Midyear 1948.” 


(Billions of dollars) 
A. 





Corporate profits 





after taxes 
Corporate e a — 
Chee oer. Dividend tributed 
Period taxes liability * Total payments profits 
RODE Fo iebic'os bie 5.7 1.4 4.3 4.6 —.3 
BOTS Jeae> vocils 6.2 1.5 47 4.7 —.008 
cre 3.3 1.0 2.3 3.2 -—9 
ROP rds wiih weal 6.5 1.5 5.0 3.8 1.2 
| a eee cea 9.3 2.9 6.4 4.0 2.4 
ION bei ied, .45 008 17.2 ; 78 9.4 4.5 49 
WORE ik odis wales 21.1 11.7 9.4 4.3 5.1 
TOMS ews Le 24.5 14.2 10.4 4.5 5.9 
TOON BENG. Hele 24.3 13.5 10.8 4.7 6.1 
Man doreaiclons 20.4 11.6 8.7 4.7 40 
FOG. 0a 5's 0 diaies « 21.8 9.0 12.8 5.6 7.2 
| RE Ey 29.8 11.7 18.1 6.9 11.2 


* Federal and state corporate income and excess profits taxes. 


7 Economic Report of the President to the Congress 40 (Jan. 14, 1948). 

8 Midyear Economic Report of the President 3 (July 30, 1948). Corporate profits 
before taxes were, during the second quarter of 1948, flowing at an annual rate of $33.4 
billion, and after taxes, at an annual rate of $20.4 billion. Economic Indicators 20 (Oct. 
1948), prepared by Council of Economic Advisers. C. M. Reckert notes in the Financial 
Section (§3, pp. 1, 4, col. 5) of the New York Times of December 5, 1948: “Earnings 
of the nation’s manufacturing industries for the third quarter of this year outstripped 
the previous two quarters, lifting the combined earnings in the first nine months of 1948 
to a peace-time high for the period. A compilation of 291 industrial enterprises, repre- 
senting virtually every field of manufacture, shows total net profits of $3,073,042,922 for 
the nine months ended with September, this year. This represents an increase of 33 percent 
over their returns of $2,312,826,730 in the first three quarters of 1947.” 








ete see eee 
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taxes, during the war years.° This would more than offset any decrease in 
revenues resulting from a substantial reduction of taxes on low incomes.*® 
And if it be argued that war-year levels are not a proper standard (because of 
the excess-profits tax imposed), it suffices to recall that during the prewar 
period, 1936-1939, corporate profits, after taxes, averaged only $4.1 billion 
annually. If an excess-profits tax was sound during the hot war, how less 
sound in a cold war is an increase in corporate rates on big industry or a 
“cold” excess-profits tax at rates below the nominal 90 per cent rate which 
prevailed during the hot period.'' Has not the time come for imposing steep 
taxes on the unprecedented profits big industry is garnering from the present 
rearmament program? This is also a propitious time for increasing rates 
upon the middle income brackets and upon estates and gifts, particularly in 
view of the recent emasculation performed by Congress in the 1948 Act.'? 
Thus, Mr. Paul’s argument against tax reduction. for low incomes breaks 
down even if replacement of revenues is deemed a necessity. 

Mr. Paul’s verdict on mass purchasing power is rendered particularly 
vulnerable, since he does not grapple with the precise economic situation in 





®“Although a portion of the large profits earned during 1947 merely compensated for 
changes in prices, profits on the whole were above the levels necessary to furnish incentives 
and funds for the expansion of business and to promote the sustained health of the 
economy.” The Economic Report of the President to the Congress 41 (Jan. 14, 1948). 

10 Estimates of revenue loss attending cuts in the lower tax brackets may be gauged 
from the following data taken from Kimmel, Governmental Costs and Tax Levels 57 
(Brookings Institution, March, 1948), based on the tax situation prior to the Revenue 
Act of 1948: “A very sharp cut for the first bracket of $2,000, say from 19 percent to 
6 percent, would involve a revenue loss of about 4.7 billions; for a reduction to 10 percent 
the loss would be about 3.3 billions. For the next bracket—$2,000 to $4,000—a sharp 
reduction from the present 20.9 percent to 10 percent would involve a loss of over 
700 millions, while a cut to 14 per cent would mean a loss of about 450 millions. Smooth- 
ing the rate schedule for the next bracket—$4,000 to $6,000—might involve a further 
loss of 250 to 300 millions. At the lower rates these reductions would aggregate roughly 
5.7 billions, and at the higher rates 4 billions.” The estimated tax reduction on incomes 
below $5,000 provided by the 1948 Act was about $3 billion. Sen. Rep. No. 1013, 80th 
Cong., 2d Sess. 30 (1948). 

11 See Economic Report of the President to the Congress 48 (Jan. 14, 1948). 

12 In discussing the effect of the split-income provisions of the 1948 Act, Mr. Surrey 
notes: “These reductions under the Act for married persons whose income is earned 
cntirely by the husband are very large—above 25% in the range from $10,000 to 
$100,000 net income, and reaching above 30% in the range from $15,000 to $50,000. Even 
for net incomes as high as $200,000, the reduction exceeds 20%, and for $300,000 the 
reduction exceeds 15%.” Surrey, The Revenue Act of 1948, 61 Harv. L. Rev. 1112 
(1948) ; id. n. 69, at 1112-1113. As to the impact of the splitting of estates and gifts, 
Mr. Surrey observes: “.. . the splitting of estates and gifts simply rode in unheralded 
and uninspected on the coattails of splitting of income. ‘Geographical equalization’ became 
the open sesame and the doors of the estate and gift taxes parted. Before they closed 
again one-third of the revenue from these taxes had been lost, ....” Jd. at 1117. “The 
annual combined yield of $816 million is reduced by $250 million, according to Treasury 
estimates. H. R. Doc. No. 589, 80th Cong., 2d Sess. 4 (1948). The congressional esti- 
mate of the loss is $199 million. Sen. Rep. No, 1013, pt. 2 at 6.” Jd, n. 82, at 1117. 
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which the cold war is waged.'* How then is our economy operating—in which 
direction is it moving? 

The analysis which follows is based on the official report ‘* prepared by the 
Council of Economic Advisers on “The Economic Situation at Midyear 
1948.” In the situation as it is now unfolding, competing forces are operating 
—some working to lessen, others to intensify inflationary pressures. In many 
fields of production, the supply situation is greatly improved. Crop produc- 
tions are expected to surpass prior records. The world shortage of foods and 
agricultural products have until now had an “immense inflationary impact upon 
the whole price structure.” The abundant crops expected “should be of signal 
aid in the checking of inflation.” Meat prices, however, continue to rise and 
strong inflationary forces control the livestock markets which may be eased 
by improved grain stocks. Clothing and shoes are not in short supply. Actu- 
ally, there has been a reduction in market demand for shoes and cotton-textile 
products, with corresponding price declines. Outside of durable goods where 
there are shortages, the items on which the low incomes spend their incomes 
are, in the main, not in short supply, with counter-inflationary (deflationary) 
rather than inflationary pressures unfolding.'"* Of course, the low income 
groups do present a demand for the durable goods used in housing, but until 
Government acts to supply the demand which the private building industry 
is patently unable to meet, inflationary pressures on this score cannot justify 
continued heavy tax burdens on such groups. 

The impact of the foreign aid program will be principally upon industrial 
products—many of which are in tight supply—rather than upon agricultural 
supplies. The report notes that “most of the agricultural commodities which 
are expected to be shipped abroad in larger quantities this year than in 1947, 
such as cotton, tobacco, and some other products, are available at home in 
13 Cf, Paut, TAXATION FOR Prosperity 223-225 (1947). “The taxing and spending 
programs of the government can, and should be, adjusted to offset part of the upward 
and downward swings in total private expenditures. Maintaining stability in the economy 
by keying government expenditures to shifting phases of the business cycle does not 
necessarily mean an increase in the public debt. .. . If our tax structure is to help in 
stabilizing employmeni, it must be highly flexible and geared so that changes may 
rapidly take effect. In the light of these conditions, we should consider how our tax 
system can be adapted to the tasks it is called upon to perform. Since we cannot know 
in long advance the trend of economic events, our tax structure should be designed to 
meet all possible contingencies. . . . In depression phases of the business cycle tax rates 
may again be reduced, especially in the lower brackets, to stimulate private spending. 
At other times they may be increased to curtail spending.” 

14“The Economic Situation at Midyear 1948,” 1-49, appended to Midyear Economic 
Report of the President (July 30, 1948). 

15C. M. Reckert, reviewing economic developments during the first nine months of 
1948, observes: “Deterioration in the consumer goods fields continued as diminishing 
demand or cautious buying induced promotional campaigns in markets becoming more 
competitive. ... The supply of food products has begun to overtake demand and the 
cost-price squeeze has had a telling impact on companies in this field.” Reckert, Jndus- 
try’s Profits Up All Along Line, N. Y. Times, Dec. 5, 1948, §3, pp. 1, 4, col. 5. 
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adequate supply.” Steel exports are expected to rise. The foreign demand 
for agricultural machinery, electrical machinery and apparatus, fats and oils, 
petroleum products, coal, and freight cars will continue to exert great pressure 
against tight supply. 

Likewise the increase in military expenditures—particularly the very rapid 
stepping up of the aircraft program, the expansion of the merchant ship- 
building program, the stockpiling of strategic and critical materials—will 
accentuate shortages of raw materials and key industrial products. The impact 
will be substantial for there is now little slack in the use of our productive 
capacity. And the particular industries affected by the rearmament program 
are already severely burdened. Particular materials are already in short 
supply. The requirements of the military, maritime, atomic energy, and 
foreign aid programs and the stockpile goals will draw heavily upon the 
supply of such materials as copper, zinc, and lead. Since the supply of these 
materials cannot be increased substantially in the near future, the military 
demands would encroach upon the level of industrial production at many 
points. This could lead to a substantial, and possibly drastic rise in prices and 
curtailment of current civilian production. The shortages in aluminum and 
steel will be accentuated, reducing civilian output. The overflowing needs 
could lead to a “scramble for supplies by unlimited bidding-up of prices.” 

Thus, despite the cold war necessities for the masses will not be in short 
supply.4° The production of durable goods will be seriously affected if the 
cold war is fully waged. Tax policy—cold war tax policy—should therefore 
aim to syphon off the savings of the higher incomes, for these exert maximum 
pressure upon price levels of durable goods. But no necessity exists for drain- 
ing the incomes of the low income groups which are spent mainly for neces- 
sities—which are not in short supply—and which exert little pressure on 
prices of durable goods.** 





16 Mr. Paul observes: “... Few will be bold enough to say in reply that we may 
not be able to afford the luxury of providing necessities for the masses. I should be the 
last person to make this reply. But, ironically enough, ivory towers are not safe places; 
and it can hardly be denied that we must all be the poorer than we would otherwise 
be as long as a sizeable fraction of our national effort is confined to the employment 
of workers in enterprises which divert production into national defense and foreign aid, 
and do not give the average consumer benefit in goods and services.” 4 Tax L. Rev. at 37. 
This calls to mind Oscar Wilde’s favorite epigram: “Give us the luxuries of life, and 
we will dispense with its necessaries.” Although Mr. Paul implies a lack of necessities 
inevitable in the prosecution of the cold war, the economic analysis presented in this 
dissent reveals that luxuries—in the ante-cold-war sense—rather than necessities will 
be lacking. The cold war does not dictate compulsory stoicism for the masses. 

17 An analysis presented by the Council of Economic Advisers shows that the purchases 
of non-durable consumer’s goods and services (living-expense items) were given as the 
sole reason for reducing liquid assets by 70% of the under-$2000 groups, and that these 
groups spent only 7% of their 1947 money income for automobiles and other durable 
goods. “The Economic Situation at Midyear 1948” appended to Midyear Economic Report 
of the President 72-73 (July 30, 1948). See Hellerstein, Inflation and Low Income Groups, 
21 Taxes 75 (1943). 
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Heavy taxes on low incomes are an unnecessary economic exaction. In fact 
the deflationary situation in agricultural products and in certain non-durable 
goods calls for increasing the purchasing power in the lower income groups. 
A break in these particular sectors may have serious repercussions throughout 
the economy.?® 

If the cold war is not to disrupt the general economy, more adequate 
allocation authority will become imperative. The production of consumers’ 
durable goods will seriously have to be curtailed. Private investment and 
capital equipment must be directed into channels required for the govern- 
mental programs. Fiscal policy can assist materially. Heavy taxation of the 
higher incomes will tend to ease the pressure on consumers’ durable goods, 
for it is these incomes—not the low incomes—which exert the greatest pres- 
sure on price levels of such goods. And heavy taxes on high incomes and 
high corporate profits afford the Government a means of draining off savings 
and preventing their investment in areas inconsistent with governmental 
policy. 

Mr. Paul performs a notable feat in demolishing, with military precision, 
the arsenal of arguments advanced for the reduction of surtaxes on high 
incomes as a stimulus to venture capital. Surprisingly, however, his finale 
on this score is: “I do not say that high-bracket surtaxes should not be 
lowered, though I doubt if they should have been lowered at this grave junc- 
ture in international affairs. The case for further reduction is not wholly 
clear.” ?® This equivocal position sweeps to a surprising climax “There are 
arguments in favor of some readjustment of surtaxes, at least in the 
moderately high brackets, . - . on the ground that the present rates may 
impair to some degree incentives to individual enterprise.” 7° Such shibbo- 


18 “The deep significance and reality of this uneasiness in the presence of inflation was 
clearly illustrated by the conditions surrounding the break in commodity prices early in 
1948. A tremor of uncertainty, even of fear, ran through the whole economy, and for 
a short time there were many who thought that we were close to a serious and general 
downturn in employment and production. 

“Fortunately, that particular break turned out to be corrective rather than disastrous. 
But this should not blind us to the fact that there were special circumstances, already 
referred to, which isolated its significance and which could not be counted upon to protect 
us under other circumstances. . 

“But we cannot ignore the prospect that unworkable relationships in the price struc- 
ture, necessarily the outgrowth of unconquered inflation, may lead to a break in some 
other sector of the economy where the consequences would not thus be isolated. If 
attendant developments which cannot be foreseen did not serve substantially to counteract 
it, this break well might carry our highly sensitive economy into a general recession of 
serious proportions.” “The Economic Situation at Midyear,” 46-47, appended to Midyear 
Economic Report of the President (July 30, 1948). 

194 Tax L. Rev. 50 (1948). 

20 Jbid. at 51. 
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leths ** seem incongruous to the thinking of “Paul the scholar, Paul the 
economist, Paul the reformer.” 22 

The points marshalled in support of this position do not carry great con- 
viction. Surtaxes in these brackets are still above prewar levels, Mr. Paul 
declares. However, he does not support tax reduction on the low incomes on 
this score, although the increase in surtaxes on the lowest brackets is far 
more devastating than those in the higher brackets. Nor should one overlook 
the very substantial tax reduction already granted to the higher incomes by 
way of the income-splitting provisions of the 1948 Act in addition to the 
tax cuts made hy Congress.** The “equities” here are indeed tenuous in the 
face of denial of tax relief for the low incomes. 

Equally vulnerable is the argument that a reduction of surtaxes in the 
higher brackets is desirable so as to reduce the disparity between taxes upon 
earned income and the capital gain rates. The existence of this disparity is 
not deniable. But the disparity is diminishable by raising the limits on capital 
gain rates; and this may, in an era of inflation, prove desirable as a curb 
to speculative investments. Existing provisions afford a real incentive to 
executives and others to advance into areas of financial adventure. Ac- 
cumulated earnings may ultimately be subjected to capital gain rates and 
may, in fact, escape income taxation upon the stockholder’s Jeath. 

In this area, too, Mr. Paul’s proposals are not keyed tc specific economic 
conditions. In Taxation for Prosperity, Mr. Paul declared, “For once we 





21 Cf, statement of John W. Hanes, arch-adversary of New Deal tax policy, made 
before House Ways and Means Committee on March 13, 1947 on the “Individual Income 
Tax Reduction Act of 1947”: “The tragedy is that these high rates strike directly 
at the country’s managerial brains. . . . What I .protest is not a tax on wealth or on 
income but a tax on brains, a stupid levy against the know-how and the managerial 
experience that are the Nation’s greatest assets.” [Hearings before Committee on Ways 
and Means on H. R. 1, 80th Cong., Ist Sess. 181 (1947)] The same sentiments are 
echoed in the Finance Committee’s Report on H. R. 1, Sen. Rep. No. 173, 80th Cong., 
Ist Sess. (reprinted 93 Conc. Rec. 5565-5588 (1947): “The heavy rates now in effect 
constitute a serious restriction on consumer expenditures, retard new investment, and 
inhibit managerial initiative.’ Of a different character were the views of Representative 
Lynch (Democrat, New York): “... it [H. R. 1] was intended as a windfall for the 
rich and a handout for the poor.” 93 Conc. Rec. 2763 (Mar. 26, 1947). The so-called 
Magill Report declaimed “With the present scale of tax rates, we have put the brakes 
on men’s incentives to a dangerous degree by piling heavier and heavier budens on 
them as they try to climb up the ladder. Not only is this stultifying to the kind of 
dynamic long-term growth that has characterized this country in the past, but—to the 
extent that it impedes production—it is an element in our inflationary pressures today.” 
Report of the Special Tax Study Committee to the Committee on Ways and Means of the 
House of Representatives 7 (Nov. 3, 1947). See a Review of the Report by Professor 
Cary in 48 Cor. L. Rev. 302 (1948). 

22 See Hellerstein, Randolph Paul's Critique on Federal Tax Policy, 7 Law Guitp 
Rev. 257 (1947). 

23“The [1948] Act thus, in effect, accomplishes the tax reduction on earned income 
that in recent years has been urged in some quarters as necessary to provide the requisite 
incentive to the executive and management group in this country.” Surrey, op. cit. supra 
note 12, at 1112. 
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learn to adjust tax rates to shifting economic conditions, we shall have gone 
a long way toward controlling runaway booms and preventing depressions.” *! 
And in the face of the economic situation previously analyzed, the case for 
tax increases on the higher incomes is stronger than the case for tax reduc- 
tions. “What we must recognize, however, is that tax reductions are desirable 
when the economy is depressed and tax increases are desirable when the 
economy is booming.” *° Mr. Paul had previously warned that “while spend- 
ing by the high-income groups is relatively insignificant, high taxes on these 
groups perform the valuable service of preventing more saving than our 
economy can absorb.” *° 

In his discussion of the impact of taxes on venture capital, Mr. Paul 
portrays the critical plight of small and new businesses, but surprisingly offers 
no tax recommendations to alleviate their plight. Since small concerns can- 
not easily plow back profits,?” why not rescue a measure of such profits by 
relaxation of the tax load? It is not a matter of relief for small concerns; it 
is a matter of their survival. The concentration of power in monopoly in- 
dustry throttles the very existence of small business. New techniques for 
financing small business as outlined by Mr. Paul—at best problematical in 
their operation—do not encompass a total solution. All of the weapons of 
the arsenal—not excluding the tax weapon—should be open to David to meet 
the challenge of Goliath. 

The New Look fashioned by Mr. Paul will prove disappointing to those 
who recall his challenging approach in designing the New Deal tax structure. 
In Taxation for Prosperity, Mr. Paul faltered at certain focal points.** In 
“Cold War Taxation Policy,” he retreats. 

—JosepH H. Crown * 


24 PauL, TAXATION FOR Prosperity 267 (1947). 

25 Tbid. at 269. 

26 [bid. at 268. 

274 Tax L. Rev. 49 (1948). 

28 See Hellerstein, Randolph Paul’s Critique on Federal Tax Policy, 7 Law Gui» Rev. 
256-259 (1947). 

* Vice-Chairman, National Committee on Taxation, National Lawyers Guild; con- 
tributor to legal periodicals. 
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EsTATE PLANNING AND EsTATE TAX 
Savinc, Second edition. By EDWARD 
N. POLISHER. George T. Bisel Com- 
pany, Philadelphia, Pennsylvania, 
1948. Pp. xxxii, xxvi, 923. $20.00. 
AN EstTaTE PLANNER’S HANDBOOK. 
By MAYO ADAMS SHATTUCK. Little, 
Brown and Company, Boston, Massa- 
chusetts, 1948. Pp. xxxii, 575. $7.50. 


There is a difference of approach 
to estate planning exhibited by the 
two authors which deserves brief 
comment before appraising the re- 
sults of their efforts. Mr. Polisher’s 
two volumes attempt to present the 
lawyer with the intricacies of the 
federal estate tax; Mr. Shattuck’s 
handbook is designed to give the “es- 
tate planner—be he attorney, trust 
officer, chartered life underwriter or 
accountant—” an introduction to the 
bare fundamentals of taxation. Mr. 
Shattuck argues very forcibly that 
taxation is one of several estate plan- 
ning problems, among which he in- 
cludes and discusses the ascertain- 
ment of facts concerning the dece- 
dent-to-be, the use of the trust device, 
the selection of trustee and trustee’s 
powers, the problems of family needs 
and protection, the use of life in- 
surance, the drafting of the will, and 
the conflict of laws. Mr. Polisher 
seems to assume that the problems of 
planning an estate are generally re- 
solved by reference to the tax law. 
Both authors would probably agree 
that emphasis on tax considerations 
by the individual charged with plan- 
ning the estate should be in propor- 





ion to the tax load the estate will be 
required to bear. Be that as it may, 
Mr. Shattuck’s guidance admirably 
serves a need of the planner of 
smaller estates; and the attorney be- 
set with the tax problems of a large 
estate can have recourse elsewhere. 

Mr. Polisher’s work is well or- 
ganized, following closely the subdi. 
visions of section 811, the core of the 
estate tax provisions, moving on to 
sections 166, 167 and 22(a), which 
raise the associated problems of tax- 
ing trust income, proceeding to the 
gift tax provisions, and finally supply- 
ing an addendum on the Revenue Act 
of 1948. Interspersed in the presenta- 
tion of this substantive law is sucn 
pertinent material as a chapter on 
“Tax Saving Mechanisms.” One- 
third of the second volume is com- 
prised of an appendix entitled “Out- 
lines of Estate, Inheritance and Gift 
Tax Laws of the Several States, Ter- 
ritories and Possessions of the United 
States,” and the “Table of Cases,” 
“Miscellaneous Tables,” and ‘“Gen- 
eral Index.” 

Mr. Polisher has not limited the 
scope of his book by narrowing his 
treatment to the existing provisions 
of the Code. For instance, there is 
more than ample discussion of how 
powers of appointment were taxed 
prior to October 22, 1942, and how 
insurance was treated prior to the 
Revenue Act of 1942. Though the 
estate planner of 1948 has no present 
need for this information, it might 
have been intended to serve as back- 
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ground material toward a knowledge 
of the direction of future develop- 
ments. Mr. Polisher has, of course, 
made considerable use of the Internal 
Revenue Code and the Treasury Reg- 
ulations, indispensable to a grasp of 
the tax law. It is, however, regret- 
table that these primary sources of 
the law were not printed in finer type, 
for the not infrequent omission of 
quotation marks tends to blend them 
into the author’s text. Mr. Polisher 
has avoided being too scholarly or 
academic by disposing of the trouble- 
some Hallock and Clifford doctrines 
and the lengthy regulations promul- 
gated in their wake, in about 40 of 
the 923 pages of his work. 

Mr. Shattuck’s broad treatment of 
the problems of estate planning has 
been indicated at the outset of this 
review. His effort conforms excel- 
lently to his choice of title. It is 
genuinely “An _ Estate Planner’s 
Handbook.” The text is highly read- 
able and the appendix material well 
chosen, including two articles by Pro- 
fessor Leach, “Powers of Appoint- 
ment” and the notorious “Perpetuities 
in a Nutshell”; one by Professor 
Casner on the Clifford regulations ; 
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one by Mr. Stephenson on drafting 
of trusts and wills; and one by Mr. 
Shattuck himself on the Revenue Act 
of 1948. Mr. Shattuck clearly states 
that his handbook is not intended 
primarily as a source of estate tax 
savings but his excellent appendices 
to the chapter on taxation do provide 
ready references to the estate planner 
confronted with a tax problem. One 
might criticize the author’s contrast 
of “the lawyer-like approach” with 
“the approach of the tax authorities,” 
but one must agree that the author’s 
attitude may caution some lawyers 
whose penchant for form blinds them 
to the realities of the tax law. 

Mr. Shattuck’s effort to place in 
one small book the many facets of 
intelligent estate planning is highly 
praiseworthy and Mr. Polisher’s at- 
tempt to present the substantive law 
of estate and gift taxation in two 
volumes results in a well organized 
and amply indexed treatise. 


—Ltoyp GEORGE SOLL * 


*LL.M. in Taxation, New York Uni- 
versity School of Law, Member of New 
York Bar, associated with WILLKIE, OWEN, 
Farr, GALLAGHER, & WALTON. 
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* Compiled by Sydney Prerau of the New York Bar. 
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Entertainers And The Capital Gains Tax 


SEYMOUR S. MINTZ 


eae in the form of capital gain* is naturally preferred by movie, 
stage and radio personalities and practically every other individual ex- 
posed to high surtaxes on ordinary income. The collapsible Hollywood 
corporation represents one evidence of this preference by entertainers. 
Currently the press is reporting another, illustrated by the transaction in 
which Mr. Freeman F. Gosden (Amos) and Mr. Charles J. Correll 
(Andy) have transferred to Columbia Broadcasting System their rights 
in the radio show, “Amos ’n’ Andy.” ? It is stated that, at or about the 
same time that they transferred the show and accompanying rights (re- 
portedly for $2,000,000 *), they separately contracted with Columbia to 
continue “writing and acting” in the show.* Newspapers have reported 
that the profit upon the transfer of the show and rights will be taxed to 
Mr. Gosden and Mr. Correll at capital gains rates.° While there have been 
press reports suggesting that they will also be taxable at these rates upon 
the compensation payments to be received under the separate contract,’ it is 
clear that such news accounts are in error, and that the latter payments will 
be includible in gross income at ordinary rates.” Even the assumed capital 
gains taxation of the proceeds received'on the transfer of their rights 
raises questions justifying a study of the transaction, partly in an effort to 


Seymour S. Mintz is a member of the District of Columbia Bar, associated with 
Hogan & Hartson. He was formerly in the Chief Counsel’s Office, Bureau of Internal 
Revenue. The writer is indebted to Robert K. Eifler of the District of Columbia Bar for 
research in connection with Part I of this paper. 


1 Under the present law, capital gains may be taxed at a rate as low as 25 per cent 
and ordinary income at a rate as high as 77 per cent, the differential being based primarily 
upon economic considerations. The validity of these considerations has sometimes been 
questioned. 

2 Variety, Sept. 1, 1948, p. 1; Kiplinger Tax Letter, Sept. 11, 1948, p. 3; Broadcasting, 
Oct. 11, 1948, p. 22. Variety further has stated that Columbia Broadcasting System’s 
“first capital gains talent maneuver” was in its “acquisition of Fletcher Wiley’s House- 
wives Protective League” a year ago. See Variety, Dec. 15, 1948, p. 25, and Dec. 8, 1948, 
p. 23. 

8 Kiplinger, note 2 supra; Variety, Sept. 29, 1948, p. 41. 

4 Kiplinger, note 2 supra. 

5 Broadcasting, Nov. 15, 1948, p. 22; Kiplinger, note 2 supra; Variety, note 2 supra. 

6 See Broadcasting, note 5 supra; and Variety, note 2 supra. 

7 Kiplinger, note 2 supra. 

275 











TAX LAW REVIEW [Vol. 4: 





276 


determine whether the apparent success of Mr. Gosden and Mr. Correll 
may be achieved by other interested persons.*® 

The present analysis is undertaken solely upon the basis of information 
publicly available, the latest being contained in the following press state- 
ment made by the Commissioner of Internal Revenue on January 3, 1948: 


The tax effect of any business transaction is determined by its realities. 

Accordingly, proposals of radio artists and others to obtain compensation 
for personal services under the guise of sales of property cannot be regarded 
as coming within the capital gains provisions of the Internal Revenue Code. 
Such compensation is taxable at ordinary income tax rates. 


The Commissioner’s statement constitutes a warning, but it leaves 
entirely open the question as to which transactions by radio artists are 
actually sales of property, and which are merely attempts to obtain personal 
compensation under the guise of sales. Only the latter fall outside the 
capital gains provisions. 


INTRODUCTORY 


Generally, a capital gain is realized upon the sale or exchange of a 
“capital asset,” ° meaning “property” with certain exceptions. The word 
“property” is not itself defined in the applicable section of the Internal 
Revenue Code, but is herein assumed to have its ordinary and natural 
meaning. 

The following questions will be discussed: I. In general, do the rights in 
“Amos ’n’ Andy” constitute “property”? II. Specifically, were the rights 
“property” to Mr. Gosden and Mr. Correlf despite their portrayal of the 
characters? III. Did the rights constitute a “capital asset” to them? 
IV. Were their rights susceptible of “sale or exchange”? V. Did they 
consummate such a transaction? VI. What allocation (if any) should be 
made as between payment for the property rights and payment for their 
personal services? VII. Are Mr. Gosden and Mr. Correll protected 
against adverse tax consequences? VIII. Do other entertainers hold 


property rights which they may transfer ? 


I. Do THE RicuTs IN “Amos ’n’ ANDY” CONSTITUTE “PROPERTY” ? 


For the purpose of answering this question, it is proposed to break into 
its several parts the composite whole which is the “Amos ’n’ Andy” radio 


8 See Variety, Oct. 6, 1948, p. 1; Broadcasting, Nov. 15, 1948, p. 22; Kiplinger, Dec. 4, 
1948, p. 4. 

® The term “capital assets” is defined in I.R.C. §117(a). I.R.C. §117(j) provides that 
under circumstances described therein the gain from the sale or exchange of certain 
property used in trade or business shall be considered as capital gain, even though the 
property does not satisfy the definition of a capital asset contained in section 117(a). 
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show. This is believed to be necessary partly because of the absence of 
decisions adequately analyzing the property aspects of a radio show in toto. 
It may be kept in mind, also, that the transfer of an entire show, if treated 
as such for tax purposes, may have entirely different consequences than 
would a transfer of its several elements. 

The major elements of the show include the characters, the names of 
these characters and the name of the show, the scripts which contain the 
words spoken by the actors, the manner or style in which these words are 
spoken, the contracts for the personal services of supporting actors, and 
the good will which may be enjoyed by the show. 

(a) Property Rights in Characters. In the past twenty years, a large 
portion of the population of the United States has become acquainted with 
the principal characters portrayed in the “Amos ’n’ Andy” show, and with 
their mannerisms, shortcomings and idiosyncrasies. The earlier federal 
decisions *° suggest that Mr. Gosden and Mr. Correll did not acquire a 
property right by originating and popularizing the “Amos ’n’ Andy” 
characters. Later federal decisions have gradually recognized rights and 
interests in characters as such. In one case,** Judge Learned Hand con- 
ceded that “If Twelfth Night were copyrighted, it is quite possible that a 
second comer might so closely imitate Sir Toby Belch or Malvolio as to 
infringe. . . .” ** It was held in another case * that the statutory copy- 
right of a cartoon character was infringed by the manufacture of a doll 
reproducing the essential characteristics of the copyrighted character. 
Mr. Gosden and Mr. Correll copyrighted scripts of their radio show,™* 
and, assuming that they have not abandoned their literary property in 
these scripts,*° it is believed that, by analogy to the foregoing, the courts 
should protect the “Amos ’n’ Andy” characters against infringement '° 


10 See Outcalt v. New York Herald, 146 Fed. 205 (S. D. N. Y. 1906); and Atlas 
Mfg. Co. v. Street & Smith, 204 Fed. 398 (C.C.A.8th 1913), cert. denied, 231 U.S. 755 
(1913) (involving the detective character “Nick Carter’). 

11 Nichols v. Universal Pictures Corporation, 45 F.2d 119 (C.C.A.2d 1930), cert. denied, 
282 U.S. 902 (1931). 

12 Before the protection of a property right may be accorded, the character must be 
so individualized as to be more than a mere type. See Lewys v. O'Neill, 49 F.2d 603, 
612 (S. D. N. Y. 1931). It is assumed that the principal characters in “Amos ’n’ Andy” 
have been developed to this degree. 

18 Fleischer Studios, Inc. v. Ralph A. Freundlich, Inc., 73 F.2d 276 (C.C.A.2d 1934), 
cert. denied, 294 U.S. 717 (1935). 

14 Records of the Copyright Office show approximately 240 “Amos 'n’ Andy” script 
registrations between 1938 and 1948. 

15 A radio performance of the scripts would not amount to an abandonment of the 
literary property in the scripts. Uproar Co. v. National Broadcasting Co., 8 F. Supp. 
358, 362 (D. C. Mass. 1934), aff'd, 81 F.2d 373 (C.C.A.1st 1936), cert. denied, 298 U.S. 
670 (1936). Nor would general publication of the scripts have such consequence, pro- 
vided a proper notice of statutory copyright were appended. Note 13 supra at 277. 

16 Cf, Prouty v. National Broadcasting Co., Inc., 26 F. Supp. 265 €D. C. Mass. 1939). 
Since copyrights are property, Stuff v. LaBudde Feed & Grain Co., 42 F. Supp. 493, 
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While the decisions of the federal courts in the immediate field prin- 
cipally have been concerned with statutory copyright and trademark pro- 
tection, the state courts have utilized the principles of unfair competition 
to afford similar protection. A California court enjoined the exhibition of 
a movie imitating the character “Charlie Chaplin,” on the ground that the 
public might be deceived.’* Both the Circuit Court of Appeals for the 
Third Circuit, in Gruelle v. Molly-’Es Doll Outfitters, Inc.,"* and for the 
- ourth Circuit, in Lone Ranger v. Cox,* have adopted similar reasoning.” 
In the former case, protection was given to one who had originated and 
popularized the “Raggedy Ann” and “Raggedy Andy” dolls through the 
sale of books, songs, cartoons, drawings, and dolls. In the latter case, a 
corporation which had created and made popular the character “Lone 
Ranger,” through radio broadcasts, comic strips, a motion picture and 
the licensing of trademarks, was allowed to enjoin defendants from acts 
calculated to deceive the public. 

The decisions based upon the doctrine of unfair competition, however, 
do not conclusively establish any property right of a general and absolute 
nature in characters as such. These decisions may be based upon a recog- 
nition of the right to carry on a lawful business, or to realize profit from 
the expenditure of capital,** rather than a property right in characters. 
If the imitator’s only duty td the creator is to apprise the public as to the 
source of the imitation, there would seem little left to call a property right.” 

The law as to the nature and extent of rights in characters still is in a 
stage of development.** That a property right may exist in fictionalized 
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497 (E. D. Wis. 1941), and protect property rights, Norm Co. v. John A. Brown Co., 
26 F. Supp. 707, 710 (W. D. Okla. 1939), it would apparently follow that in this aspect 
copyright protection creates property rights. 

17 Chaplin v. Amador, 93 Cal. App. 358, 269 Pac. 544 (1928). 

1894 F.2d 172 (C.C.A.3d 1937), cert. denied, 304 U.S. 561 (1938). 

19 124 F.2d 650 (C.C.A.4th 1942). 

20 See also Prouty v. National Broadcasting Co., Inc., note 16 supra. In this case it was 
indicated that the owner of a character copyrighted in book form could enjoin the pro- 
duction of radio programs exploiting the character if deception of the public could be 
shown. 

21 International News Service v. The Associated Press, 248 U.S. 215, 236 (1918). 

22 Id., Justices Holmes and McKenna concurring, at 248. Cf. Lone Ranger, Inc. v. 
Cox, note 19 supra; Warner Bros. Pictures, Inc. v. Majestic Pictures Corporation, 
70 F.2d 310, 312 (C.C.A.2d 1934). 

23 This process is effectively illustrated in a closely related field by the course of deci- 
sions in the Second Circuit revolving around the opinions of Judge Learned Hand. 
Cheney Bros. v. Doris Silk Corporation, 35 F.2d 279 (C.C.A.2d 1929), cert. denied, 
281 U.S. 728 (1930); Millinery Creators’ Guild v. Federal Trade Commission, 109 F.2d 
175 (C.C.A.2d 1940), aff’d, 312 U.S. 469 (1941) ; Fashion Originators Guild of America v. 
Federal Trade Commission, 114 F.2d 80, 83 (C.C.A.2d 1940), aff'd, 312 U.S. 457 (1941) ; 
Ketchum v. New York World’s Fair 1939, 34 F. Supp. 657 (E. D. N. Y. 1940), aff'd per 
curiam, 119 F.2d 422 (C.C.A.2d 1941). 
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characters created for the entertainment of the public, has been recognized 
by the highest court of New York, one of the more important states in 
the entertainment world. In Fisher v. Star Company * a cartoonist who 
had created the characters “Mutt” and “Jeff” and popularized them 
through the publication of comic strips and comic books, sought to enjoin 
his former employer from publishing imitations of his work after his 
contract of employment had expired. The protection sought was afforded 
him to prevent not only the “passing off” on the public of another’s work 
as that of the plaintiff, but also to protect him from inferior imitations 
and to secure to him the monetary fruits of the celebrity his characters 
had acquired.” Plaintiff made no claim to statutory copyright or trade- 
mark protection, but founded his demand solely on his common law prop- 
erty right in the figures he had created and popularized.” 

Since the trend of recent decisions is to recognize such property rights 
and grant such protections as the creator of a character requires for the 
full exploitation of the commercial entertainment value inherent in that 
character, and since the custom in the market place is to respect the crea- 
tor’s right to the exclusive use of the characters he has popularized,” it 
may be said that for the purpose of the present inquiry a creator’s interests 
in the characters he popularizes have achieved the status of a property 
right. Hence, it is believed that there are property rights in the characters 
“Amos” and “Andy,” and in such supporting program characters as have 
attained a similar individuality in the public mind. 

(b) Property Rights in a Manner of Rendition. Closely akin to the 
above-described property right in well-known entertainment characters, 
is a right in the style or manner in which the entertainers present the 
dialogue and the characteristics of these characters. This concept involves 
a distinction between the words the character speaks and the style in which 


24 231 N.Y. 414, 132 N.E. 133, 19 A.L.R. 937, cert. denied, 257 U.S. 654 (1921). 

25 Jd. at 948. 

26 In recognizing such a right, the New York court said: “It also appears from the 
findings of fact that the respondent is the owner of the property right existing in the 
characters represented in such figures and names. They are of his creation. They were 
published and became well known as distinct characters before the contract was made 
with the appellant... .” Jd. at 947. It was also stated therein: “The common law 
right of property that the plaintiff had in particular cartoons was lost when they were 
severally published.” It is assumed that any property rights had in “Amos ’n’ Andy” were 
not lost through broadcasting the show, since a radio performance is not a general publi- 
cation, Uproar Co. v. National Broadcasting Co., note 15 supra. Yet, even a general pub- 
lication resulting in the loss of common law copyright was held in the Fisher case 
not to be such an abandonment of the characters as to deprive the plaintiff of relief 
against unfair competition. 

27 The tendency of the common law is to recognize as legally protectable those claims 
acknowledged to be well-founded by the experience of society. Premier-Pabst Corpora- 
tion v. Elm City Brewing Co., 9 F. Supp. 754, 758 (D. C. Conn. 1935). 
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the performer speaks those words; and a distinction between the char- 
acteristics of the figure portrayed and the manner in which the performer 
renders these mannerisms and characteristics.** As early as 1908, a federal 
court indicated that there might be such a property right. In Savage v. 
Hoffmann * the owner and producer of an opera sought to enjoin a vaude- 
ville performer and her partner from imitating the manner in which his 
artists performed the title role and the male lead of the opera. The court 
declined to enjoin the imitation, but said: 





Obviously the complainant has no literary property in the manner in which 
3arbanell and Brian dance or posture. They, if anyone, have the right to 
complain. The manner and method of every dancer and actor is individual, 
and utterly unlike the railroad scene, which was held the subject of literary 
property in Daly v. Palmer, 6 Blatchf. 256, Fed. Cas. No. 3,552.°° 


Yet, so far as has been ascertained, no case directly presented the ques- 
tion until 1937. Then, in Waring v. WDAS Broadcasting Station ** the 
leader of a popular orchestra sought to enjoin a radio station from broad- 
casting phonograph records produced by his orchestra. Plaintiff's only 
claim to a property right rested on the style or manner in which his 
orchestra performed the compositions. In granting the injunction, the 
court determined that, if plaintiff's performance was so unique that it 
raised the composition played to a new level of artistry and quality, the 
manner of rendition would achieve the status of a property right. The 
court also found an alternative ground for relief in the principles of unfair 
competition.*” 

Following the lead of the Pennsylvania court, other courts have held 
that artistry gives rise to a property right in the performer’s manner of 
rendition.** In Waring v. Dunlea ** a federal district court was presented 
with facts similar to those in the WDAS Broadcasting Station case. This 
court also determined that complainant had the legal right to prevent un- 
authorized uses of his renditions, saying: 


Does complainant have such an interest in his unique rendition that it is a 
distinct and separable property right? My answer is, Yes... . 
Complainant has a property right in his performance. Complainant by men- 


28 Cf. National Pub. Co. v. John A. Hertel Co., 105 F.2d 222, 224 (C.C.A.7th 1939). 

29 159 F. 584 (S. D. N. Y. 1908). 

30 Jd. at 585. 

31 327 Pa. 433, 194 Atl. 631 (1937). 

82 In doing so, the court named plaintiff’s right to be free from competition by his own 
recordings except on his own terms, and his right to exploit the commercial value of 
his distinctive style, as the interests which should be afforded equitable protection. Cf. 
Fisher v. Star Company, note 24 supra. 

33 See National Ass’n of Performing Artists v. Wm. Penn Broadcasting Co., 38 F. Supp. 
531, 533 (E. D. Pa. 1941). 

34 26 F. Supp. 338 (E. D. N. C. 1939). 
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tal labor creates something which is the subject of sale, for he has contracted 
for its rendition with the Ford Motor Company. It is his work, his property, 
and so recognized. .. . 

A dramatic performance gives life to the story, and is the property of the 
interpreter. The great singers and actors of this day give something to the 
composition that is particularly theirs, and to say that they could not limit its 
use is to deny them the right to distribute their art, as they may see fit, when 
they see fit... . They have an exclusive right in their property and thus 
have a right to prohibit its unauthorized public performance.* 


In RCA Mfg. Co. v. Whiteman * a New York federal district court held 
that Paul Whiteman had rights of the same nature and that he had sold 
them.** A federal district court in Massachusetts has determined that a 
right in a manner of rendition may be assigned.** 

It might be considered, however, that when a fictitious character is per- 
formed only by his creator the property rights in the character and any 
rights in the manner of rendition of that character are indistinguishable,* 
and that, therefore, creators such as Mr. Gosden and Mr. Correll who have 
property rights in characters like “Amos” and “Andy” cannot have 
separable rights arising from their artistry *° in performing these char- 
acters. A composer, however, may also attain fame as a conductor, and a 
playwright may excel as an actor. Whether their artistry is rendered in 
connection with their own compositions, or those of others, should make 
little difference in determining the degree of protection to be accorded their 
renditions. In view of the foregoing, it is arguable that Mr. Gosden and 
Mr. Correll had property in the form of their individual manners of pre- 


35 Td. at 339, 340. 

36 28 F. Supp. 787 (S. D. N. Y. 1939), rev’d on another ground, 114 F.2d 86 (C.C.A.2d 
1940), cert. denied, 311 U.S. 712 (1940). The final determination of the appellate 
court was that the conceded “common law property” in the performances ended with 
the sale of the records and that the restriction against radio broadcasting did not 
save it; and that if it did, the records themselves could not be clogged with a servitude. 
Cf. Waring v. WDAS Broadcasting Station, note 31 supra; and Waring v. Dunlea, 
note 34 supra. It is assumed that Mr. Gosden and Mr. Correll had not so dedicated any 
portion of their manner of rendition to the public, but if they had the [Varing cases would 
be authority for the proposition that an equitable servitude may be retained which is 
itself to be protected as a property right. 

87 Jd. at 791. It is assumed that prior to the transfer to Columbia Broadcasting System, 
Mr. Gosden and Mr. Correll did not bargain away their rights in their manner of 
rendition. Uproar Co. v. National Broadcasting Co., 81 F.2d 373 (C.C.A.1st 1936), 
cert. denied, 298 U.S. 670 (1936); Fisher v. Star Company, note 24 supra; Waring v. 
WDAS Broadcasting Station, note 31 supra. 

88 Noble v. One Sixty Commonwealth Avenue, Inc., 19 F. Supp. 671 (D. C. Mass. 
1937). 

39 F.g., Chaplin v. Amador, note 17 supra. 

40 Tt is assumed in this section that Mr. Gosden and Mr. Correll present the characters 
and dialogue of “Amos” and “Andy” with sufficient artistry to be classed among leading 
artists of the day. 
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senting the characters “Amos’’ and “Andy” and such supporting char- 
acters as they themselves portrayed. Presumably these rights are among 
those which Columbia Broadcasting System now holds. If they are, 
Columbia ultimately may employ other actors to imitate the Gosden- 
Correll rendition of “Amos ’n’ Andy.” It is believed, however, that the 
cases thus far decided do not clearly establish that every distinguished 
performer has a property right in his manner of rendition. The decisions 
discussed above involved a performer placed in the position of competing 
with his own performance embodied in a phonograph record. Where this 
factor is not present, a different conclusion might result. 

(c) Property Rights in a Name. A substantial segment of the value 
of the “Amos ’n’ Andy” program lies in the name of the program and in 
the names of its principal characters. Prior to the recent amendment of 
the Trade-Mark Act,** a trade-mark could not be registered under the 
Act except for use in connection with goods, and it could not be trans- 
ferred except in connection with the transfer of the business with which it 
had already been used.** The current Act specifically provides that service 
marks may be registered ** and section 45 of the Act provides: 





The term ‘service mark’ means a mark used in the sale or advertising of 
services to identify the services of one person and distinguish them from the 
services of others and includes without limitation the marks, names, symbols, 
titles, designations, slogans, character names, and distinctive features of radio 
or other advertising used in commerce.** 


This language leaves little doubt that a service mark may be registered and 
transferred in connection with radio programs and radio characters. 
Other property rights may exist in a name by virtue of the common 
law.*® To establish a right to protection of an unregistered trade-mark or 
trade name the claimant must establish its secondary meaning in the minds 
of the consuming public."* Even then, the right to the use of the name 


41 Section 46(a) of the Act of July 5, 1946 provides, in part, that the particular chapter 
shall be in force and take effect one year from July 5, 1946. 

42 American Broadcasting Co. v. Wahl Co., 36 F. Supp. 167 (S. D. N. Y. 1940), dis- 
missed for lack of jurisdiction, 121 F.2d 412 (C.C.A.2d 1941). 

4360 Stat. 435, 15 U.S.C.A. §1091. 

4460 Stat. 443, 15 U.S.C.A. §1127. 

45 No case has been found in which it was held that a statutory copyright gave rise to 
property rights in either the title of a writing or play, or in the names of characters con- 
tained therein. Cf. Prouty v. National Broadcasting Co., Inc. 26 F. Supp. 265 (D. C. 
Mass. 1939) ; Becker v. Loew’s, Inc., 133 F.2d 889 (C.C.A.7th 1943) ; Martenet v. United 
Artists Corporation, 56 F. Supp. 639 (S. D. N. Y. 1944). 

46 To be a secondary meaning, the trade name must have acquired more than a sub- 
ordinate meaning. Generally, claimant must be prepared to show that the primary signifi- 
cance of the term in the minds of the consuming public is not the product but the 
producer. Kellogg Company v. National Biscuit Co., 305 U.S. 111, 118, rehearing denied, 
306 U.S. 674 (1938). 
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may not be protected except in the restricted field of the claimant's user.*’ 
When the claimant has established the secondary meaning of his name in 
the field of his user, however, he can prevent another's use of that name 
to his injury through deception of the public. Thus, in Patten v. Superior 
Talking Pictures ** the creator of the character “Frank Merriwell” was 
allowed to enjoin such use of that name in a motion picture title as would 
tend to deceive the public. In Prouty v. National Broadcasing Co., Inc.” 
an author was held entitled to an injunction against the use of the name 
“Stella Dallas” in connection with radio broadcasts, provided it could 
be shown that deception of the public would result. In Lone Ranger, Inc. 
v. Cox °° the popularizer of a comic strip and motion picture character 
succeeded in preventing such use of the name “Lone Ranger” in connec- 
tion with a circus as would tend to deceive the public. The difficulty with 
these decisions is that they utilize principles similar to those of unfair 
competition which do not require the recognition of property rights in any 
general or absolute sense." In Warner Bros. Pictures, Inc. v. Majestic 
Pictures Corporation ** the user of the title “Gold Diggers” in connection 
with a series of motion pictures, was held entitled to enjoin another from 
using this title in connection with his motion picture. No general or abso- 
lute right in the name was recognized, however, since the decree of the 
court allowed the interloper to use the name if he should therewith publish 
words negating any connection with the complainant.** Under these cir- 
cumstances it is difficult to say that the basis for the protection accorded 
trade names at common law is such that the right to this protection may be 
classed as a property right. 

Decisions nevertheless have recognized that some names cannot be used 
to any extent by an interloper without confusing the public to the owner’s 
injury. In Town Hall, Inc. v. Associated Town Halls, Inc.** a corporation 
which had used the name “Town Hall” for twenty years in connection 
with radio lectures and other service activities sought to enjoin all use of 
that name by a defendant who had appropriated the name and used it to 
its own advantage in a related activity. The relief sought was granted on 
the grounds that any use by the defendant tended to confuse the public so 
as to amount to fraud in respect of the plaintiff’s right in the name.** Simi- 


47 Atlas Mfg. Co. v. Street & Smith, note 10 supra. 

488 F, Supp. 196 (S. D. N. Y. 1934). 

19 26 F. Supp. 265 (D. C. Mass. 1939). 

50 Note 19 supra. See also Fisher v. Star Company, note 24 supra. 
51 Notes 21 and 22 supra. 

5270 F.2d 310 (C.C.A.2d 1934). 

58 Td. at 312. 

5444 F. Supp. 315 (D. C. Del. 1941). 

55 Td. at 317. 
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larly, in Time, Inc. v. Barshay *° a producer of newsreels and radio pro- 
grams sought to enjoin the use of any name that would tend to confuse 
the public as to the source of defendant’s phonograph records. This the 
court allowed, saying : 





With a wide variety of choice available there should be no effort, conscious 
or otherwise, to invade plaintiff’s good will.* 


“urther, in Gruelle v. Molly--Es Doll Outfitters, Inc.** the court found 
that the public had so closely associated the names “Raggedy Ann” and 
“Raggedy Andy” with plaintiff's authorship that defendant should be 
enjoined from all use of the name in connection with the sale of dolls.°° 
It is believed that the names “Amos” and “Andy” and the name “Amos 
’n’ Andy” have become so closely associated with the characters originated 
and made famous by Mr. Gosden and Mr. Correll that the rights in those 
names may have assumed the proportions of a property right within this 
latter line of cases. e 

In addition to the foregoing decisions, there are several indicating that 
an entertainer has rights in his name more closely approximating an 
absolute property right. In Uproar Co. v. National Broadcasting Co. 
Graham McNamee had entered into a contract granting to the National 
Broadcasting Company the exclusive management and use of his trade 
name for commercial purposes, and the sole direction of all publicity con- 
cerning him. The Uproar Company sought to distribute scripts, in which 
it held the literary property, containing the name “Graham” as one of the 
actors. Upon suit by the National Broadcasting Company, Uproar was 
enjoined : 

. . . from making any commercial use whatever of the name ‘Graham 
McNamee’ so long as his contract with the National Broadcasting Company, 
or any extension or renewal thereof, is in force.™ 


On appeal,® the Court of Appeals affirmed this decision, saying: 


It is clear that the plaintiff had no right to use Graham McNamee’s name 
in its publication, either in full or under the abbreviation ‘Graham.’ * 


Somewhat similar to the Uproar decision is Premier-Pabst Corpora- 
tion v. Elm City Brewing Co. In this case the court recognized the right 


5¢27 F. Supp. 870 (S. D. N. Y. 1939). 
57 Id. at 873. 
5894 F.2d 172 (C.C.A.3d 1937), cert. denied, 304 U.S. 561 (1938). 
59 Td. at 175. 
808 F, Supp. 358 (D. C. Mass. 1934). 
81 Jd. at 363. 
62 81 F.2d 373 (C.C.A.1st 1936), cert. denied, 298 U.S. 670 (1936). 
63 Jd. at 377. , 
649 F. Supp. 754 (D. C. Conn. 1935). 
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of a beer manufacturer to use the name “Old Maestro” in connection with 
distribution of its product, such right having been acquired by contract 
from Ben Bernie, who used it as his sobriquet in advertising the product. 
It was held that the manufacturer could prevent another beer manufac- 
turer from using a similar name. Under New York statute ® a similar 
right exists in both the real and stage names of entertainers, whether or 
not an association has been created in the public mind between the name 
and a product.® At least one court has indicated that Mr. Gosden and 
Mr. Correll had a property right in the name “Amos ’n’ Andy.” * 

In summation, it appears that there are statutory rights, both state 
and federal, and common law rights assuming the proportions of general 
property rights in the name of the “Amos ’n’ Andy” radio program and in 
the names of the principal characters portrayed on that program.”® 

(d) Property Rights in Contracts, Scripts and Program Formula, In 
addition to the property rights discussed above, there are other rights in 
the “Amos ’n’ Andy” radio program, possibly including contracts with 
subordinate actors, singers and musicians; radio scripts, both performed 
and unperformed ; and an interest in the program formula around which 
the radio show is being produced. The contracts clearly constitute prop- 
erty, and the radio scripts may also be so considered. If the scripts were 
copyrighted under the Copyright Act, there is a property right by virtue 
of this statute.*® Unless general publication occurred, there is also a 
property right in the scripts under the common law.” These rights may 
now co-exist, provided the owner of an unpublished work * complies with 
the deposit and registration requirements, of the statute in regard to works 
not reproduced for sale.*? Such deposit and registration may be had in 
respect of a script which is intended to be only one of a series of connected 
episodes.”® 

65 New York Crvit Ricuts Law, §§50, 51. 

66 Gardella v. Log Cabin Products Co., 89 F.2d 891 (C.C.A.2d 1937). Such a right 
would seem to be sufficiently dissociated from a right of privacy, at least in so far as 
the stage names of well-known simulated characters such as “Aunt Jemima” are con- 
cerned, to be classified as property. 

87 Feldman vy. Amos and Andy, 68 F.2d 746 (C.C.P.A. 1934), denying to a manufac- 
turer of work shirts the right to register the name “Amos ’n’ Andy” as a trade-mark 
over the opposition of Mr. Gosden and Mr. Correll who were already using the name 
in their entertainment partnership. 

68 That these property rights are transferable, see Uproar Co. v. National Broadcasting 
Co., note 15 supra; and Premier-Pabst Corporation v. Elm City Brewing Co., note 64 
supra, 

89 Caliga v. Inter-Ocean Newspaper Company, 215 U.S. 182, 188 (1909). 

70 Tbid. 

71 A radio performance of a script does not constitute a general publication. Note 15 
supra. 

7261 Stat. 652, 17 U.S.C.A. §§2, 12. 

78 Marx v. United States, 96 F.2d 204 (C.C.A.9th 1938). 
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The property right in the script is such that its pattern of expression 
cannot be copied.** An infringement may occur if the copier substantially 
reproduces the characters and incidents of a writing.”* There is, however, 
no infringement of literary property if the copier merely utilizes the skele- 
ton of the plot—that is, the “theme” or “idea” of the work copied.** There 
are some suggestions in the cases that a property right may be recognized 
in a program formula, as distinct from the pattern of expression of a 
uterary work.’ There seem to be as many decisions insisting upon the 
contrary.”* If there are property rights in a program formula, they are in 
any event founded on secrecy of ideas.*® As soon as an unrestricted dis- 
closure is made of a plan or formula, anyone who thus learns of it may 
freely use it.*° The formula of the “Amos ’n’ Andy” program has been 
public knowledge for a considerable period of time. Hence it is concluded 
that; while there are property rights in the radio scripts and in possible 
contracts with supporting personnel, there are no property rights in the 
“Amos ’n’ Andy” program formula. 

(e) Good Will. Simply stated, the good will of a radio program is 
reflected in the public propensity to turn to such program at a given hour. 
So viewed, the term is merely expressive of the total intangible values 
attaching to the program. Good will generally is so indefinite a concept 
that courts in non-tax cases have shown some reluctance to view it as a 
“property,” *' even though they are fully prepared to protect it against 
wrongful invasion.** Courts in recent tax cases, on the other hand, have 





74 Affiliated Enterprises, Inc. v. Gruber, 86 F.2d 958, 961 (C.C.A.1st 1936) ; Sheldon v. 
Metro-Goldwyn Pictures Corporation, 81 F.2d 49, 54 (C.C.A.2d 1936) ; Stodart v. Mutual 
Film Corp., 249 F. 507, 513 (S. D. N. Y. 1917) ; Dam v. Kirk La Shelle Co., 175 F. 902, 
907 (C.C.A.2d 1910). 

75 De Acosta v. Brown, 146 F.2d 408, 409 (C.C.A.2d 1944) ; Dieckhaus v. Twentieth 
Century-Fox Film Corporation, 54 F. Supp. 425, 428 (E. D. Mo. 1944). 

76 Dellar v. Samuel Goldwyn, Inc., 150 F.2d 612 (C.C.A.2d 1945); Shipman v. RKO 
Radio Pictures, Inc., 100 F.2d 533 (C.C.A.2d, 1938) ; Nichols v. Universal Pictures Cor- 
poration, 45 F.2d 119, 121 (C.C.A.2d 1930), cert. denied, 282 U.S. 902 (1931). 

77 Yadkoe v. Fields, 66 Cal. App. 178, 151 P.2d 906 (1944), 18 So. Cauir. L. Rev. 256 
(1945) ; Liggett & Meyer Tobacco Co., Inc. v. Meyer, 101 Ind. App. 420, 194 N.E. 206, 
44 Yare L. J. 1269 (1935); Thompson vy. Famous Players-Lasky Corp., 3 F.2d 707 
(N. D. Ga. 1925). 

78 American Broadcasting Co. v. Wahl Co., 36 F. Supp. 167 (S. D. N. Y. 1940), dis- 
missed for lack of jurisdiction, 121 F.2d 412 (C.C.A.2d 1941); Bowen v. Yankee Net- 
work, Inc., 46 F. Supp. 62 (D. C. Mass. 1942) ; Buckley v. Music Corporation of America, 
2 F.R.D. 328 (D. C. Del. 1942). 

79 See E. I. DuPont De Nemours Powder Company v. Masland, 244 U.S. 100, 102 
(1917). 

80 Affiliated Enterprises v. Gruber, 86 F.2d 958, 961 (C.C.A.1st 1936) ; O’Brien v. RKO 
Radio Pictures, Inc., 68 F. Supp. 13, 14 (S. D. N. Y. 1946) ; 170 A.L.R. 449; 171 A.L.R. 
765, 776. 

81 See Premier-Pabst Corp. v. Elm City Brewing Co., note 64 supra at 757. 

82 Paramount Pictures, Inc. v. Leader Press, Inc., 106 F.2d 229, 231 (C.C.A.10th 1939). 
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shown marked inclination to treat good will as a “property,” although in 
most of these instances the good will adhered largely to a name.** Since 
the good will in the “Amos ’n’ Andy” program in large part arises from 
the aggregation of the names, characters, methods of presentation and the 
other elements already separately analyzed, no further consideration will 
be given good will. 

General Summary as to Property Rights. It is believed that the most 
valuable rights in the ‘““Amos ’n’ Andy” radio show are the rights to the 
characters and to the names of these characters. It is concluded that such 
rights, with other less valuable rights in the show, constitute property 
rights under the general law and under the capital gains tax provisions of 
the Internal Revenue Code, subject to inquiry as to the status of the par- 
ticular holders of such property rights. The latter inquiry is necessary be- 
cause the capital gains tax provisions apply to property “held by the tax- 
payer.” In this instance the taxpayers are Mr. Gosden and Mr. Correll. 


II. Dip THE RIGHTS IN THE “Amos ’N’ ANDY” SHOW CONSTITUTE 
“PROPERTY” IN THE HANDS OF Mr. GOSDEN AND Mr. CorrRELL? 


The conclusion already has been reached that the rights in the “Amos 
‘n’ Andy” names and characters in general constitute property to persons 
who hold such rights. It is believed that this is also true as to holders such 
as Mr. Gosden and Mr. Correll, despite the fact that they themselves por- 
tray the characters.** Perhaps entertainers have property rights even in 
their characterizations of themselves.*° For the present it is unnecessary to 
determine this, for the particular names and characters now under discus- 
sion are wholly fictitious, and the real-life identities of Mr. Gosden and 
Mr. Correll are easily separated from the characters they portray. While it 
might be difficult to replace Mr. Gosden or Mr. Correll without at least 
some temporary loss in program value, experience with other radio shows 


83 See Aaron Michaels, 12 T.C. No. 3 (1949) ; Rainier Brewing Co., 7 T.C. 162 (1946), 
aff'd, 165 F.2d 217 (C.C.A.9th 1948) ; Seattle Brewing & Malting Co., 6 T.C. 856 (1946), 
aff'd, 165 F.2d 216 (C.C.A.9th 1948); Estate of John C. Burns, 6 TCM 973 (1947); 
Ellen J. Franklin, 6 TCM 1099 (1947); Mrs. Franklin Shops of Philadelphia, Inc., 3 
TCM 401 (1944) ; X-Pando Corp., 7 T.C. 48, 53 (1946) ; Comm’r v. Shapiro, 125 F.2d 
532 (C.C.A.6th 1942) ; Williams v. McGowan, 152 F.2d 570 (C.C.A.2d 1945); Ensley 
Bank & Trust Co. v. United States, 154 F.2d 968 (C.C.A.5th 1946), cert. denied, 329 
U.S. 732 (1946). But cf. Constantine H. Kavalaris, 5 TCM 18 (1946). 

84 See the text discussion under I(b), supra. See also Gardella v. Log Cabin Products 
Co., note 66 supra; Uproar Co. v. National Broadcasting Co., note 15 supra; Premier- 
Pabst Corp. v. Elm City Brewing Co., note 64 supra; Feldman v. Amos and Andy, 
note 67 supra; Waring v. WDAS Broadcasting Station, note 31 supra; Waring v. Dunlea, 
note 34 supra; RCA Mfg. Co. v. Whiteman, note 36 supra, and Noble v. One Sixty Com- 
monwealth Avenue, Inc., note 38 supra. 

85 This question is considered under VIII, infra. 
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indicates that replacement probably could be effected without permanent 
major inpairment to the show. The same conclusions may be reached as 
to a number of other entertainers, including the Jordans, who play “Fibber 
McGee & Molly” in the radio show of this name.*® 

It does not follow from recognition of Mr. Gosden’s and Mr. Correll’s 
property rights in “Amos ’n’ Andy,” however, that their profitable transfer 
of these rights to Columbia Broadcasting System necessarily produced 
“apital gains to them. Taxpayers frequently transfer property rights only 
to find that their entire gain is taxable at ordinary income rates.** This may 
occur because the particular property right is not a “capital asset,” ** or 
because the property right is one (such as a claim to compensation for 
services *°) which is not susceptible of “sale or exchange.” *° or because 
the particular transaction as actually consummated is not a “sale or ex- 
change,” *' as when the transferor retains too many rights. 





II]. Dip THE Property Ricuts 1n “Amos ’N’ ANDY” CONSTITUTE A 
“CAPITAL ASSET” IN THE HANDS OF Mr. GOSDEN AND 
Mr. CorRELL? 


It is believed that, consistent with the decisions, an individual who has 
developed but not theretofore sold any radio or other characterizations 
(i.e., characters and names) generally may engage in one sale thereof at 
capital gains rates.°* After one sale, particularly if it is a recent one,°** the 


86 It has been reported that Columbia Broadcasting System is interested in purchasing 
the rights to the “Fibber McGee & Molly” and other shows. Variety, Dec. 8, 1948, p. 23. 

87 See Helvering v. Smith, 90 F.2d 590 (C.C.A.2d 1937) ; Doyle v. Comm’r, 102 F.2d 
86 (C.C.A.4th 1939); Rhodes’ Estate v. Comm’r, 131 F.2d 50 (C.C.A.6th 1942). Cf. 
Hort v. Comm’r, 313 U.S. 28 (1941) ; Shuster v. Helvering, 42 B.T.A. 255 (1940), aff'd, 
121 F.2d 643 (C.C.A.2d 1941); Thurlow E. McFall, 34 B.T.A. 108 (1936); George K. 
Gann, 41 B.T.A. 388 (1940) ; Charles J. Williams, 5 T.C. 639 (1945). 

88 T.R.C. §117(a). There are decisions and dicta to the effect that a right to compensa- 
tion for personal services is not a “capital asset.” See Doyle v. Comm’r, note 87 supra; 
Victor A. Dorsey, 33 B.T.A. 295 (1935); Thurlow E. McFall, note 87 supra; Irving 
Berlin, 42 B.T.A. 668 (1940); Martin Charles Ansorge, 1 T.C. 1160 (1943); A. L. 
Parker, 5 T.C. 1355 (1945), and Arthur N. Blum, 11 T.C. 101 (1948). 

89 See Shuster v. Helvering, note 87 supra; Escher v. Comm’r, 78 F.2d 815 (C.C.A.3d 
1935), affirming B.T.A. Memo. Dkt. 61457 (May 17, 1934) ; Thurlow E. McFall, note 87 
supra; George K. Gann, note 87 supra; Irving Berlin, note 88 supra; Martin Charles 
Ansorge, note 88 supra; Joseph W. Frazer, 4 T.C. 1152 (1945), aff'd, 157 F.2d 282 
(C.C.A.6th 1946) ; Albert C. Becken, Jr., 5 T.C. 498 (1945) ; Charles J. Williams, note 87 
supra; A. L. Parker, note 88 supra. Cf. Beals’ Estate v. Comm’r, 82 F.2d 268 (C.C.A.2d 
1936). 

90 T.R.C. §§111(c), 112(a) and 117(b). 

91 [bid. 

92Tn Edward C. Myers, 6 T.C. 258, 266 (1946), the Tax Court emphasized that the 
taxpayer had transferred “his one and only invention,” in holding the capital gains provi- 
sions applicable. Similarly, it was stated in Lester P. Barlow, 2 TCM 133 (1943), that 
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seller runs the risk that he will be held to be in the business of developing 
and selling characterizations and that as a result the capital gains pro- 
visions will be unavailable to him.“ 

The “capital assets” definition specifically excludes several forms of 
property, including “property held by the taxpayer primarily for sale to 
customers in the ordinary course of his trade or business.” °° The ques- 
tion is therefore presented as to whether Mr. Gosden and Mr. Correll were 
in the business of developing and selling radio or other characterizations 
and were holding such characterizations primarily for sale to customers in 
the ordinary course of such business. Complete evidence is required as to 
their past activities before this question may be answered; and such evi- 
dence is unavailable to the writer. In general, however, the question breaks 
down into two parts: (1) Did Mr. Gosden and Mr. Correll effect any 
transfers of radio characterizations other than “Amos ’n’ Andy’’?; and 
(2) Did their dealings in the “Amos ’n’ Andy” characterizations, with 
sponsors and others, constitute sales occurring before the date of the 
transfer to Columbia Broadcasting System, so that it could be said that, 
prior to said transfer, they were holding the “Amos ’n’ Andy” characteri- 
zations primarily for sale to customers ? 

With respect to the first of the foregoing two questions, it is understood 
that some twenty years ago Mr. Gosden and Mr. Correll developed and 
portrayed two radio characters known as “Sam ’n’ Henry.” * The writer 
does not know whether they sold, abandoned, or merely changed the names 
of these characters. In the absence of evidence that they transferred “Sam 
‘n’ Henry” or any radio characterizations other than “Amos ‘n’ Andy,” 
it will be assumed herein that they did not do so. 


the taxpayer had made only one other sale and that one “not in ordinary course of 
business, but because of special circumstances.” See also Samuel E. Diescher, 36 B.T.A. 
732 (1937); John W. Hogg, 3 TCM 212 (1944); Maurice Bacon Cooke, 4 TCM 204 
(1945) ; Lee W. Walker, 4 TCM 947 (1945) ; James H. Adamson, 5 TCM 1071 (1946) ; 
William M. Kelly, 6 TCM 646 (1947). Cf. Goldsmith v. Comm’r, 143 F.2d 466 (C.C.A.2d 
1944) ; Harold T. Avery, 47 B.T.A. 638 (1942). 

93 Cf. James L. Vaughan, T.C. Memo. Dkt. 13851. CCH Dec. No. 16400(M) (1948). 

947.R.C. §117(a) defines capital assets as meaning “property held by the taxpayer 
(whether or not connected with his trade or business), but does not include stock in 
trade of the taxpayer or other property of a kind which would properly be included 
in the inventory of the taxpayer if on hand at the close of the taxable year, or property 
held by the taxpayer primarily for sale to customers in the ordinary course of his trade 
or business, or property, used in the trade or business, of a character which is subject 
to the allowance for depreciation provided in section 23(1), or ... real property used 
in the trade or business of the taxpayer.” Of course, if the seller has previously held 
himself out as being a professional writer of characterizations, he may find that even 
the gain upon his first sale will be ordinary income. 

95 Jd, As to depreciable property used in trade or business, see note 100 infra. 

96 See WHo’s WHo IN America, 1944-1945, vol. 23, 437, 803. 
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Discussion of the second question involves analysis of the decision in 
Goldsmith v. Commissioner.“ The taxpayer in this case was an author 
who had written a play in which the basic character was Henry Aldrich. 
Later he wrote a dramatic sketch entitled “The Aldrich Family” which he 
licensed to be broadcast on a coast-to-coast radio network. He also trans- 
ferred to Paramount Pictures, Inc., the world-wide motion picture and 
related rights to his play. The issue in the case was whether the payments 

hich he received from Paramount constituted capital gain or ordinary 
income. The Circuit Court of Appeals for the Second Circuit held that 
he had received ordinary income, two judges so concluding on the ground 
that the copyright and the literary property which he owned were held 
primarily for sale to customers in the ordinary course of his business of 
being a playwright. They said: 


TAX LAW REVIEW [Vol. 4: 





That Clifford Goldsmith was in ‘business’ as a playwright, we have his own 
word for; and, although he had written only one play, he spent his time in 
exploiting it in various ways, in which he was very successful. This he did 
by licenses to producers of a stage play, by licenses to broadcasters and by the 
licenses to moving picture producers, whose proceeds are here in suit. 


Does the Goldsmith decision govern the “Amos ’n’ Andy” transaction ? 
Firstly, Lever Brothers, the sponsor of the ““Amos ’n’ Andy” show at the 
time of the transfer to Columbia Broadcasting System, is not the only 
sponsor which this show has had. In addition, the show started on the 
National Broadcasting Company network, changed to the Columbia Broad- 
casting System, and returned to the Natignal Broadcasting Company,” 
before going back recently to Columbia as a result of the transfer of owner- 
ship. In these periods presumably the identity of the individual radio 
stations carrying the show also changed frequently. It has already been 
concluded that the “Amos ’n’ Andy” radio show, through its component 
elements, is property. Hence, if the sponsors, the networks or the indi- 
vidual stations may be looked upon as “‘customers,” the Goldsmith decision 
may apply, provided Mr. Gosden’s and Mr. Correll’s dealings with these 
“customers” constituted sales of property to them, thereby indicating that 
Mr. Gosden and Mr. Correll were holding “Amos ’n’ Andy” primarily 
for sale to these customers in the ordinary course of business. The writer 
believes it probable that the contractual relations between the parties in fact 
were not such that the prior dealings by Mr. Gosden and Mr. Correll con- 
stituted sales of property as distinguished from sales of service.* It is 
therefore concluded that to this extent, at least, the Goldsmith decision is 


®7 Goldsmith v. Comm’r, note 92 supra. 
°S Wiro’s WHo IN America, note 96 supra. 
% See Uproar Co. v. National Broadcasting Co., note 15 supra. 
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inapplicable to the “Amos ’n’ Andy” transaction.*” The conclusion as to 
the applicability of the Goldsmith decision might well be different if it were 
found that, prior to the transfer to Columbia Broadcasting System, Mr. 
Gosden and Mr. Correll had sold other substantial rights to the ““Amos ’n’ 
Andy” characterizations.** Since full information is not available as to 
the extent of any such sales, the writer’s conclusion is conditioned in the 
respect indicated. 


100 The exception of property held for sale to customers is, as already noted, not the 
only exception to the statutory definition of “capital assets.” See note 94 supra. Thus 
the Tax Court concluded in the Goldsmith case, 1 T.C. 711 (1943), that the taxpaycr’s 
copyright was not a “capital asset” but was property used in his trade or business, of 
a character which is subject to the allowance for depreciation, in addition to holding 
that the income was not from the “sale” of an asset. The majority of the Circuit Court 
judges disagreed with the Tax Court as to both points, although affirming on the ground 
discussed in the text. In any event, most of the rights to “Amos ’n’ Andy” exist sepa- 
rately from any statutory copyright, and are not believed to be depreciable, since the 
rights are not limited in duration. Under the present language of the Code (section 
117(j)), moreover, the benefits of the capital gains provisions may be enjoyed upon the 
sale of depreciable property used in the trade or business. Raymond M. Hessert, 6 TCM 
1190 (1947). The definition of “capital assets” also excludes “stock in trade of the 
taxpayer or other property of a kind which would properly be included in the inventory 
of the taxpayer if on hand at the close of the taxable year.” Upon the basis of the 
available facts, it is doubtful that, while held by Mr. Gosden and Mr. Correll, the 
“Amos ’n’ Andy” show fell within this exception. See Goldsmith v. Comm’r, note 92 
supra; Lester P. Barlow, note 92 supra; and Leo M. Harvey, 6 TCM 312 (1947). 

101 Jf Mr. Gosden and Mr. Correll transferred a radio show rather than the several 
elements of such show, apparently they need not fear the Goldsmith decision, for it 
would be difficult to conclude that they were holding the show primarily for sale to 
customers. See Altman, Tax Effects of the Sale of a Radio Show, 27 Taxes 19 (1949). 
There is, however, authority to the effect that on its sale a business is to be reduced to 
its various elements to determine those which constitute capital assets and those which 
do not. Williams v. McGowan, note 83 supra. If this reasoning is followed, it would 
seem to be necessary to apply the capital assets definition to the several elements of the 
show, as discussed under heading I, supra, particularly the most valuable element, the 
characterizations (i.¢., the characters and names). The opinion of the court in Feldman v. 
Amos and Andy, note 67 supra, suggests that prior to the transfer to CBS Mr. Gosden 
and Mr. Correll transferred various rights to the “Amos ’n’ Andy” characterizations in 
connection with phonograph recordings and toys. There may have been transfers in 
connection with motion pictures as well. Only close analysis of such transfers would 
disclose whether they constituted sales of rights in such characterizations within the 
theory of the Goldsmith decision, and hence whether the remaining rights in the charac- 
terizations were being held by Mr. Gosden and Mr. Correll primarily for sale to customers. 
The word “primarily,” of course, is entitled to weight, and a substantial argument may 
be made to the effect that, notwithstanding any prior sales of rights in the characteriza- 
tions, Mr. Gosden and Mr. Correll were holding the characterizations primarily for use 
in the rendition of personal services. But compare Board of Governors of the Federal 
Reserve System v. Agnew, 329 U.S. 441 (1947). 
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IV. WerRE Mr. GospEN’s AND Mr. CorrRELL’s PROPERTY RIGHTS 
SUSCEPTIBLE OF “SALE OR EXCHANGE’? 





Section 111 of the Internal Revenue Code provides the statutory method 
for determining gain or loss realized upon the sale or other disposition of 
property. Section 112 states that the entire amount of the gain or loss 
shall be “recognized” with exceptions not pertinent in this instance. Sec- 
tion 117(b) provides that, in the case of a taxpayer other than a corpora- 
tion, only certain percentages of the gain or loss recognized upon the sale 
or exchange of a capital asset “shall be taken into account in computing net 
capital gain, net capital loss, and net income’; and section 117(c) (2) 
makes available a method of computation under which the maximum tax 
upon a long-term capital gain is 25 per cent. 

The above-cited sections must be read in conjunction with Code sec- 
tions 11, 12 and 22(a),*** imposing in the case of each individual a normal 
tax and graduated surtax upon income, and defining gross income to in- 
clude “gains, profits, and income derived from salaries, wages, or compen- 
sation for personal services . . . of whatever kind and in whatever form 
Pics 

(a) Possibility that the Transaction in Substance Involves Only “Com- 
pensation for Personal Services’ Performed by Mr. Gosden and Mr. 
Correll in the Past. The personal efforts expended through the years by 
Mr. Gosden and Mr. Correll produced the property which they transferred 
to Columbia Broadcasting System. It may be argued that an individual 
who produces or develops an invention, a play, or a group of characters 
and situations for the radio, can realize income therefrom only at ordinary 
income rates, on the ground that all the income received by him ultimately 
must be a product of his personal effort.*°* The courts, however, have not 
heretofore given any significant indications that they will accept this 
argument.’ 

(b) Possibility that the Transaction in Substance Involves Only “Com- 
pensation for Personal Services’ to be Performed by Mr. Gosden and Mr. 
Correll in the Future. A transaction, although taking the form of a sale 
of property, may essentially involve the future rendition of personal serv- 


102 Cf, Hort v. Comm’r, note 87 supra; and the dissenting opinion of Judge Frank in 
McAllister v. Comm’r, 157 F.2d 235, 237 (C.C.A.2d 1946). 

103 Cf, the decisions cited in note 89 supra. 

104 Qn the contrary, the Tax Court specifically held in Jack Rosenzweig, 1 T.C. 24 
(1942), that a writer’s recovery for infringement of copyright did not constitute “com- 
pensation for personal services rendered,” within the meaning of I.R.C. §107. See also 
the legislative history of I.R.C. §107(b), as added by section 139, Revenue Act of 1942. 
The Board of Tax Appeals earlier held that a writer was not entitled to an earned 
income credit with respect to book royalties. E. Phillips Oppenheim, 31 B.T.A. 563 (1934). 
There is also a ruling to this effect: G.C.M. 236, VI-2 Cum. Butt. 27 (1927). 
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ices and the payment of compensation (or a substitute therefor), and 
hence be outside the provisions of Code sections 111, 112 and 117.'" 
Whether the “Amos ’n’ Andy” transaction may be so regarded in large 
part depends on the answers to two questions. First, are the Gosden- 
Correll and “Amos ’n’ Andy” personalities so intermingled that the “Amos 
’n’ Andy” rights were not susceptible of ‘“‘sale or exchange” by Mr. Gosden 
and Mr. Correll under any circumstances? If not, are such personalities 
intermingled to the extent that the “Amos n’ Andy” rights were not sus- 
ceptible of “‘sale or exchange” unless Mr. Gosden and Mr. Correll entirely 
ceased performing personal services in connection with the “Amos ‘n’ 
Andy” show? 

The answer to the first question already has been indicated by the 
determination, under heading II, supra,*** that Mr. Gosden’s and Mr. 
Correll’s personalities are separable from those of “Amos ’n’ Andy.” 

The answer to the second question depends of course upon the relative 
importance or unimportance of the separate contract for the performance 
of services executed by Mr. Gosden and Mr. Correll at the time that they 
transferred their rights in the “Amos ’n’ Andy” show. To avoid un- 
necessary repetition, the answer to this question is offered under the next 
heading, since the weight to be accorded the Gosden-Correll contract for 
personal services is significant in the respect stressed under that heading 
as well as this one. 


V. WAs THE TRANSACTION, AS ACTUALLY CONSUMMATED, A 
Ms ’ 
“SALE OR EXCHANGE”? 


Particularly in the patent, literary property and allied fields, the Bureau 
of Internal Revenue and the courts desire to know how much the taxpayer 
has transferred and how much he has retained, before they conclude that 
the transaction is a “sale” within the meaning of the capital gains tax pro- 
visions.” If the taxpayer retains an important segment of rights, the 


105 See the cases in note 89 supra. 

106 There is discussed in VIII, infra, the question whether an entertaincr may have a 
transferable property right in his own professional name and character. 

107 The Tax Court has adopted a strict view. Irving Berlin, note 88 supra (Held: com- 
poser received ordinary income because under his contract he merely permitted RKO 
Studios to use certain of his music in two movie productions and in the advertising 
thereof, retaining all other rights to the music); Clifford Goldsmith, note 100 supra 
(Held: transaction involved license and not a sale where author transferred to Paramount 
the exclusive world-wide motion picture rights to a play, and formally assigned such 
motion picture rights as were covered by his copyright; hence payments to author were 
ordinary income). Cf. Raphael Sabatini, 32 B.T.A. 705 (1935) (Held: author did 
not sell property in England when he executed a contract there granting rights to publish 
some of his literary productions in the United States and to dramatize “Scaramouche”; 
the income received was for the use of property in the United States and was taxable to 
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transaction may be merely a license, or an employer-employee arrangement, 
or something else less than a sale.*** 

Prior to the transfer of the “Amos ’n’ Andy” show and characteriza- 
tions to Columbia Broadcasting System, Mr. Gosden and Mr. Correll 
owned a large bundle of rights. Included among these was the right to 
designate the persons who should write and play the parts in the show, 
or to write and play such parts themselves. In conjunction with the trans- 
*-« to Columbia, by separate contract they in effect retained the right to 
perform in the show (and perhaps also to write it) presumably for a 
number of years. Rather formidable arguments may be assembled on 
each side of the question as to whether this indirect retention of the 
described right prevents the transfer from being treated as a “sale’’ within 
the meaning of the capital gains tax provisions. 

That it is a capital gains sale, despite the retained right, is supportable 
upon the basis of the following analysis : 

Mr. Gosden and Mr. Correll transferred to Columbia all the rights *°* 
which normally would be connoted by the term “property” as applied to 
the rights in a radio show. By separate contract it was agreed that for a 
period of time they would perform services in connection with the show. 
A separate contract providing for the continuing services of a transferor 
is not unusual,””® and the courts have accepted arrangements of this kind 
as merely creating an employment relationship which does not affect the 
transfer of ownership in the property.“* It has already been concluded 
that the personalities of “Amos ’n’ Andy” are separable from those of 








him as a non-resident alien) ; Estate of Alexander ‘Marton, 47 B.T.A. 184 (1942) (simi- 
lar to Sabatini, non-resident alien author being held taxable upon income received for 
transferring to Metro-Goldwyn-Mayer the world-wide motion picture rights in a literary 
work); Sax Rohmer, 5 T.C. 183 (1945) (amount received by non-resident alien for 
serialization rights was not in payment for sale of personal property but for mere license) ; 
Pelham G. Wodehouse, 8 T.C. 637 (1947) (lump sum payments for serial rights to literary 
works held to be royalties taxable to non-resident alien author). On appeal in the 
Sabatini case, the Circuit Court of Appeals for the Second Circuit (98 F.2d 753 (C.C.A.2d 
1938) ) affirmed the holding as to the income from the publication and dramatization 
rights and extended it to exclusive world-wide movie rights granted for a stated period 
on five of the author’s works, concluding that this was not a sale but a license for a 
particular object for a period. The majority of the same Court, on the appeal of the 
Goldsmith case (note 92 supra) stated that the grant of the exclusive motion picture 
rights in this case wes a “sale.” Despite this statement, the Tax Court reached its afore- 
said conclusions in Rohmer and Wodehouse. The Second Circuit thereupon affirmed 
Rohmer (153 F.2d 61 (C.C.A.2d 1946) ), but the Fourth Circuit (166 F.2d 986 (C.C.A.4th 
1948) ) reversed Wodehouse. In view of the conflict, the Supreme Court, on October 11, 
1948, granted certiorari in the latter case. 

108 [hid. 

109 This is indicated by advertisement inserted by Columbia Broadcasting System in 
Variety, Oct. 13, 1948, p. 33. 

110 See Raymond M. Hessert, note 100 supra. 

111 William M. Kelly, note 92 supra; and Raymond M. Hessert, note 100 supra. 
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Mr. Gosden and Mr. Correll, and that either of the latter probably could 
be replaced without permanent major impairment to the show.''* Even 
with the contract right to their services, Columbia Broadcasting System's 
capital investment is not protected against the death or serious illness of 
Mr. Gosden or Mr. Correll, and this risk would not exist if Columbia were 
merely buying services. Next, Columbia doubtless was interested in ob- 
taining the ownership of “Amos ’n’ Andy” for television as well as radio 
purposes, for the show apparently has a great television potential." It 
remains to be seen whether the portrayal of the show’s roles by Mr. Gosden 
and Mr. Correll on television will have the same mass appeal as their por- 
trayal has on radio, although it probably will. This again is a risk which 
Columbia accepted, emphasizing once more the value of the property rights 
and minimizing the value of the personal services. In any event, Columbia 
presumably is wholly free to dispense with the personal services of Mr. 
Gosden and Mr. Correll at the end of the contract period, and to substitute 
other actors in the exploitation of its rights in the “Amos ’n’ Andy” 
property. 

The following analysis, on the other hand, supports the view that Mr. 
Gosden’s and Mr. Correll’s continued association with the show prevents 
its transfer from being a “sale’”’ within the meaning of the capital gains 
tax provisions : 

In order to classify the transaction, its entire context must be taken into 
account. As part of this context it should be noted that the Columbia 
Broadcasting System and the National Broadcasting Company now are in 
a bitter struggle for talent and for network dominance."** The control of 
the “Amos ’n’ Andy” show, with Mr. Gosden and Mr. Correll in the show, 
is an important factor in this struggle." By reason of its arrangements 
with Mr. Gosden and Mr. Correll, Coélxambia has been able to shift their 
broadcast of the “Amos ’n’ Andy” show from National Broadcasting 
Company to Columbia, and with this as a foundation to build a strongly 
competitive evening’s entertainment. Even assuming that Mr. Gosden and 
Mr. Correll eventually might be replaced without permanent impairment 
to the property, the show undoubtedly has a larger cash value with them 
than without them; moreover, their personal services are essential to the 


112 There have been many personnel changes on well-known radio shows, depicting fic- 
titious characters. The “Aldrich Family” program’s loss of Ezra Stone (Henry Aldrich) 
to the Army, comes readily to mind. When a child of Mr. Correll died some years ago, 
Mr. Gosden read all the parts on one broadcast. Time, Mar. 20, 1939, p. 30. 

118 See the syndicated column of John Crosby, Washington Post, Dec. 19, 1948, §VI, 
pp. 1, 4. 

114 Variety, Dec. 29, 1948, p. 25; Variety, Sept. 8, 1948, p. 23; Variety, Dec. 8, 1948, 
p. 1; Broadcasting, notes 2, 5, and 8 supra; Variety, Dec. 1, 1948, p. 23; Time, Dec. 6, 
1948. 

115 See Variety, Dec. 15, 1948, p. 25. 
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program during the period immediately following the transfer to Co- 
lumbia. While the contract for their services does not protect Columbia 
against the death or serious incapacity of either of them, Columbia as a 
result of the contract has an insurable interest in their lives and well-being, 
and presumably is conscious of this aspect.*'® Based upon all the forego- 
ing, the agreement transferring rights in the “Amos ’n’ Andy” property 
and the agreement relating to the services of Mr. Gosden and Mr. Correll 
constitute a single integrated transaction, for it is unlikely that the one 
agreement would have been made without the other.*** In holding that the 
transfer of property rights resulted in a sale despite provision for personal 
services to be performed by the transferor, the Tax Court has been careful 
in recent opinions to note that the parties dealt “with no suggested thought 
of tax consequences,” “* and that the personal services were “ancillary 
and subsidiary” to the transfer of the property rights.**° Any tax con- 
siderations assumed to be present in the “Amos ’n’ Andy” case normally 
should not be viewed as significant, except in so far as these may be of 
some help in determining what was done (as distinguished from the moti- 
vation therefor).**° The second factor above quoted, however, is believed 
to be important, for it is difficult to say that the services of Mr. Gosden 
and Mr. Correll were subsidiary elements in the transaction. Moreover, 
short of death, incapacity due to illness or advancing years, or cataclysmic 
change in personality, it is probable that the contract for services will be 
renewed when it expires from time to time. Under the foregoing circum- 
stances it is arguable that the transfer of the “Amos ’n’ Andy” show and 
characterizations was not a “sale” within the meaning of the capital gains 
provisions.*** That the parties labeled it a sale does not make it one.*”” 
On balance of the opposing arguments, above outlined, it is concluded 





116 See CBS Insurance Policies on Benny to Protect Capital Investment, Variety, 
Dec. 8, 1948, p. 23. 

117 Cf. a similar finding of fact in Charles J. Williams, 5 T.C. 639, 642 (1945). 

118 William M. Kelly, note 92 supra. 

119 Raymond M. Hessert, note 100 supra. 

120 The view is widely accepted that “Anyone may so arrange his affairs that his taxes 
shall be as low as possible; he is not bound to choose a pattern which will best pay 
the Treasury; there is not even a patriotic duty to increase one’s taxes.” A. W. Mellon, 
37 B.T.A. 977 (1937). The Supreme Court several times has expressed similar views. 
United States v. Isham, 17 Wall. 496 (1873) ; Bullen v. Wisconsin, 240 U.S. 625 (1916) ; 
United States v. Phellis, 257 U.S. 156 (1921) ; Superior Oil Co. v. Mississippi, 280 U.S. 
390 (1930) ; Gregory v. Helvering, 293 U.S. 465 (1935); General Utilities and Operat- 
ing Co. v. Helvering, 296 U.S. 200 (1935) ; Comm’r v. Tower, 327 U.S. 280 (1946). 

123 See the decisions in note 89 supra, holding that personal compensation and not 
capital gain had been received. 

122 See Irving Berlin, note 88 supra; cf. A. B. Watson, 24 B.T.A. 466 (1931), aff'd, 
62 F.2d 35 (C.C.A.9th 1932); Parke, Davis & Co., 31 B.T.A. 427 (1934); Edward C. 
Myers, note 92 supra; Seattle Brewing & Malting Co., 6 T.C. 856, 871 (1946). 
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that those supporting a “‘sale’’ probably have a sufficiently strong legal 
basis to withstand attack on technical grounds. The issue, however, is an 
uncomfortably close one, so close in fact that it would not be surprising 
to find a court holding that the scales were tipped against the sales aspect 
of the transaction because its recognition as a sale would open wide the 
door to tax avoidance. While this factor scarcely is a sound ground gen- 
erally for a decision, it may be and often is a policy consideration in a 
close case.*”* 

The conclusion that there was a sale, in any event, does not necessarily 
mean, again, that the sellers possess a clear right to have the income thereon 
taxed at capital gain rates. They must first establish the amount of their 
capital gain, and they might encounter difficulty in doing so, as other sellers 
have. This factor is discussed under the following heading. 


VI. WHat ALLocATION SHOULD BE MADE As BETWEEN PAYMENT FOR 
THE “Amos ’N’ ANDY” PROPERTY RIGHTS AND PAYMENT 
FOR THE PERSONAL SERVICES OF Mr. GOSDEN 
AND Mr. CORRELL? 


The principal issue hereunder is whether the allocation made by the 
parties is to be accepted for tax purposes. If not, the entire payments 
might be treated as ordinary income, unless some reasonable basis for 
allocation could be shown.*** The allocation by the parties is at arm’s- 
length in the sense that neither side dominates the other as a matter of law. 
In addition, there appears to be a definite conflict of interest as to the allo- 
cation, since Columbia Broadcasting System presumably would prefer to 


123 There is an obvious danger that the “tax avoidance” test, if widely and carelessly 
applied in the determination of tax issues, would destroy the letter and even the spirit 
of the statute. The close case, like any other, deserves to be tried and decided on its 
merits. 

124 See Charles J. Williams, note 87 supra; Irving Berlin, note 88 supra; Ehrlich v. Hig- 
gins, 52 F. Supp. 805 (S. D. N. Y. 1943). Cf. Toledo Biade Co., 11 T.C. No. 128 (1948). 
Would the dangers of a large tax assertion for one year, resulting from re-allocation, be 
lessened if, as consideration for the transfer of the property rights, it were provided that 
the purchaser should pay sums to the transferor spread over a period of years having no 
relation to the period of employment? Unless such postponement is related to some 
business need of the purchaser, the Bureau of Internal Revenue conceivably might claim 
that the postponement was merely a tax accommodation to the transferor and that the 
latter could have had all the cash immediately had he desired it. Even if payment of the 
full price were postponed because of the business needs of the purchaser, certain action 
apparently contemplated by the Bureau in the general field of deferred compensation some- 
what indirectly suggests that the Bureau might attempt to collect a tax for the year of the 
transfer on the full commuted value of the money consideration in our hypothetical case. 
See H. R. Rep. No. 2087, 80th Cong., 2d Sess. 24 (1948). As to the possible attitude of 
the courts in the deferred compensation case, see Blodgett, Deferred Compensation of 
Executives, in ProceepIncs oF New York University Sixtn Annvat. INSTITUTE ON 
FEDERAL TAXATION 764, 797 et seq (1948). : 
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keep the compensation payments as high, and the purchase price for the 
property as low, as possible,’*° whereas Mr. Gosden and Mr. Correll desire 
the opposite result. The facts of life, however, are that in a seller’s market 
the seller may be able to dictate to the buyer the allocations of price as well 
as the selling price itself. The Bureau of Internal Revenue, cognizant of 
life in all its realities, need not accept the parties’ own allocation if it be- 
lieves such allocation to be unreasonable. Hence, if other shows of this 
type are sold, the seller who continues to perform thereon may find it 
necessary to combat the assertion that his services are worth far more 
than the amount for which he contracted to perform them. This un- 
doubtedly represents a weakness of the arrangement. 


VII. ArE Mr. GospEN AND Mr. CorrELL PROTECTED AGAINST 
PossinLE ADVERSE TAX CONSEQUENCES ? 


The press has reported that before consummating their transaction, 
Mr. Gosden and Mr. Correll obtained a favorable ruling from the Bureau 
of Internal Revenue.*** It has also been reported that other individuals 
are experiencing difficulty in obtaining similar rulings,*** and fears have 
been expressed in the press that the Bureau might revoke the ruling issued 
to Mr. Gosden and Mr. Correll.’** The Bureau is not legally committed 
to its ruling,’*® since the ruling is merely an informal indication of the 
Bureau’s views at the time cf issuance; and the Bureau is not thereby 


125 This statement is made upon the assumption that in the main the rights to the 
“Amos ’n’ Andy” show are not depreciable or amortizable. Cf. Coca-Cola Bottling Co., 
6 B.T.A. 1333 (1927); Charles P. Limbert Co., 9 B.T.A. 1390 (1928); Clark Thread 
Co., 28 B.T.A. 1128 (1933), aff'd, 100 F.2d 257 (C.C.A.3d 1938) ; International Textbook 
Co. v. United States, 44 F.2d 254 (Ct. Cl. 1930); Seattle Brewing & Malting Co., 6 T.C. 
856 (1946), aff'd, 172 F.2d 216 (C.C.A.9th 1948). See X-Pando Corp., note 83 supra. 
But cf. Haberle Crystal Springs Brewing Co. v. Clarke, 30 F.2d 219 (C.C.A.2d 1929), 
rev'd, 280 U.S. 384 (1930), as discussed in Williams v. McGowan, note 83 -upra. 

126 Kiplinger, notes 2 and 8 supra; Broadcasting, note 3 supra; Variety, Nov. 24, 
1948, p. 21. 

127 Washington Times-Herald, Dec. 9, 1948, §1, p. 4; Variety, note 126 supra; Variety, 
Dec. 8, 1948, p. 23. See also the press statement of the Commissioner of Internal Revenue 
quoted at the beginning of this paper. 

128 Variety, Dec. 15, 1948, p. 27. 

129 See Yokahoma Ki-Ito Kwaisha, Ltd., 5 B.T.A. 1248 (1947); Younker Brothers, 
Inc., 8 B.T.A. 333 (1927) ; James Couzens, 11 B.T.A. 1040 (1928); Old Farmers Oil 
Co., 12 B.T.A. 203 (1928) ; Chattanooga Coke & Gas Co., 12 B.T.A. 782 (1928) ; Sweets 
Co. of America, 12 B.T.A. 1285 (1928), aff'd, 40 F.2d 436 (C.C.A.2d 1930); Arthur H. 
Lamborn, 13 B.T.A. 177 (1928); Francis P. MclIlhenny, 32 B.T.A. 288 (1928), aff'd, 
39 F.2d 356 (C.C.A.2d 1930); Overbey v. United States, 44 F.2d 268 (Ct. Cl. 1930) ; 
F. E. McGlone, 22 B.T.A. 358 (1931), aff’d sub nom. Comm’r v. Brouillard, 70 F.2d 154 
(C.C.A.10th 1934), also sub nom. Comm’r v. Duckwitz, 68 F.2d 629 (C.C.A.7th 1934) ; 
Stanford University Bookstore, 29 B.T.A. 1280 (1934), aff'd, 83 F.2d 710 (App. D. C. 
1936) ; Barbara Archer, 37 B.T.A. 299 (1938); Southern Maryland Agricultural Fair 
Ass’n, 40 B.T.A. 549 (1939). 4 
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bound in the absence of a closing agreement.**® Only on rare occasions, 
however, does the Bureau retroactively withdraw a ruling to the detriment 
of the taxpayer to whom it was directly issued and who has acted in honest 
reliance upon it. Normally the Government in such circumstances believes, 
as it undoubtedly should, that it has a moral obligation to honor its ruling 
and thereby protect the particular taxpayer. The fact that the Government 
does not retroactively withdraw the ruling as to such taxpayer, however, 
affords no protection whatsoever to other taxpayers (even taxpayers 
identically situated) who consummate transactions after having heard of 
the ruling. These taxpayers proceed wholly at their peril. 


VIII. Do OtHER ENTERTAINERS HoLp PROPERTY RiGHTs WHICH 
Tuey May TRANSFER AS Dip Mr. GosDEN AND Mr. CorrELL? 


It is believed that, like Mr. Gosden and Mr. Correll, a number of enter- 
tainers have property rights in fictitious characters which they have created 
and which they portray. Subject to factual variations, they may be entitled 
to sell their property rights in a capital gains transaction. If, however, 
they continue to portray the characters after transferring the property 
rights, at the least there arise problems of allocation as between payment 
for the rights and payment for personal services. These problems, it is 
believed, in themselves make the transaction extremely hazardous. 

Other entertainers portray themselves instead of fictitious characters, 
with some borderline instances such as Edgar Bergen, who speaks for him- 
self and for Charlie McCarthy and Mortimer Snerd as well. Jack Benny 
(like Fred Allen and most other radio or television entertainers) acts 
himself, even though he has incorporated into his radio personality a 
number of fictitious characteristics, such as stinginess, ineffectual violin- 
playing, frequent frustration, a toupee, a decrepit Maxwell automobile and 
an underpaid valet. It is entirely possible that there is as great a difference 
between the real Jack Benny and the radio Jack Benny *’ as there is 
between Gosden-Correll and “Amos ’n’ Andy.” Most persons probably 
would conclude, nevertheless, that the two Bennys factually are inseparable 
for present purposes, if for no other reason than that they bear the same 
name.*** 

It is arguable, despite his single identity, that in connection with his 








180 Knapp-Monarch Co. v. Comm’r, 139 F.2d 863 (C.C.A.8th 1944). 

181 “With the possible exception of Edgar Bergen, who is of course openly schizophrenic, 
the contrast #@&yeen the personal Benny and the professional Benny has no parallel in the 
funny business.” Cleveland Amory, Saturday Evening Post, Nov. 6, 1948. 

182 The name of Jack Benny is an adopted one, as are the names of many professional 
entertainers. It is not believed significant for present purposes that he was born under 
another name, since he is now using the name of Benny as his own. ; 
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radio show Jack Benny holds property rights of somewhat the same nature 
as Messrs. Gosden’s and Correll’s rights in “Amos ’n’ Andy.” The de- 
cisions discussed in Part I (c), supra, tend to establish that protections 
closely analogous to those accorded property rights are granted to the 
names of radio performers. More specifically, in Uproar Co. v. National 
Broadcasting Co.** it was held that Graham McNamee had created trans- 
ferable rights of a pecuniary nature in his name, partaking of the elements 
=f property rights, by so publicizing his name that it had achieved sub- 
stantial value for advertising purposes.*** In Premier-Pabst Corporation 
v. Elm City Brewing Co.** the court recognized that Ben Bernie could 
assign his sobriquet “Old Maestro” to a beer manufacturer and that the 
latter could enjoin its use by another.***® The discussion in Part I (b), 
supra, indicates that in several cases the courts have assigned to a dis- 
tinctive manner of performance the classification of a transferable prop- 
erty right. In all the cases above referred to, the entertainment character- 
istics of the individual whose name or manner of rendition was pro- 
tected probably were indistinguishable from the actual personality of the 
individual. 

On the basis of the foregoing decisions, it may be said that Jack Benny 
has a property right in his name and possibly even in his manner of per- 
forming a radio script. His right in such manner of performance, how- 
ever, has not yet been specifically accepted by the courts as a property right. 

No decision has been found holding that a radio personality has a 
property interest in his own mannerisms and characteristics. In Chaplin 
v. Amador *** where the dress and mannerisms of a motion picture per- 
sonality were clearly distinguishable from those of the off-the-screen 
person who portrayed it, the motion picture personality was accorded a 
type of protection substantially like that which the New York court had 
assigned to cartoon characters based upon a finding of property rights in 
names and characters.*** Should another radio show attempt to feature a 
personality in close imitation of Jack Benny, it is possible that Mr. Benny 
could secure injunctive relief on the basis of Chaplin v. Amador, Fisher v. 
Star Company, and similar cases. In the Chaplin case the right to relief 
was recognized when the performer and the screen character had the same 
name, but the actual and screen personalities were otherwise quite dissimi- 
lar. In that respect the facts of the Chaplin case are not greatly different 
from those which have been set out in reference to Mr. Benny. In accord- 


133 Note 60 supra. 

134 Jd. at 361. 

135 Note 64 supra. 

136 Jd. at 756. 

187 Note 17 supra. 

188 Fisher v. Star Company, note 24 supra. 
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ing Mr. Benny relief from imitation, however, the courts need not find that 
he has a property right in his radio personality. Perhaps some support for 
classifying as a property right Mr. Benny’s interest in his professional 
personality may be found in Waring v. WDAS Broadcasting Station, 
Waring v. Dunlea, and RCA Mfg. Co. v. Whiteman.’ In these cases the 
courts gave property protection to the creator of a unique style. The 
reascning on which the result was based conceivably might afford equal 
protection to the creator of a unique radio personality. On the whole, 
however, the decided cases as yet do not provide clear support for the view 
that Mr. Benny’s interest in his radio personality is a property. 

The foregoing comments relate to property rights arising under the 
common law. In addition, the Copyright Act, the Trade-Mark Act, and 
the New York Civil Rights Law give a radio personality various claims 
to property in his show. If Mr. Benny owns and copyrights his scripts, no 
reason readily appears why the property protection which may be available 
for copyrighted characters would not also be available in respect of Mr. 
Benny’s radio personality.*° Nor does the Trade-Mark Act distinguish 
between real and fictitious characters.*** A somewhat closer question is 
raised by the New York statute which protects both real and stage names 
against unauthorized use in advertising; but, in so far as the name Jack 
Benny is given absolute protection by the statute, the protection afforded 
may be said to partake of the nature of a property right. 

It is believed, however, for reasons implicit in the analysis of the “Amos 
’n’ Andy” transaction,’ that Mr. Benny cannot effect a capital gains 
transfer of the aforesaid property rights directly connected with his pro- 
fessional career, unless he withdraws entirely from the entertainment 
fields in which he has made his reputation.“* In brief, this conclusion is 
reached because, short of such withdrawal, for tax purposes his own per- 
sonality and his personal services are considered inseparable from the 
property rights being transferred. 


139 Waring v. WDAS Broadcasting Station, note 31 supra; Waring v. Dunlea, note 34 
supra; RCA Mfg. Co. v. Whiteman, note 36 supra. 

140 See text discussion at and following note 13 supra. 

141 As to whether trade-mark protection creates a property right, sce text discussion at 
and following note 43 supra. 

142 See parts IV, V, and VI supra. 

143 Ehrlich v. Higgins, note 124 supra, is rather remotely in point. A basis for this 
decision was the restricted scope of the rights transferred in the Ehrlich name. Some 
restriction normally will be present in every case in which a living person transfers the 
right to use his name. At the least, he will desire to retain the use of it for non-profes- 
sional purposes, although so limited a retention need not prevent application of the capital 
gains tax provisions. The opinion in the Ehrlich case also seems to reject by implication 
any attempt to “sell” an entertainer’s right to privacy. The court assumed this right 
to be not property but a personal privilege, the invasion of which constitutes a tort. 
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The conclusion reached in the foregoing paragraph does not necessarily 
mean that Jack Benny must be taxed at ordinary income rates upon the 
““ arising from the reported '*° transfer of his stock in Amusement 
enterprises, Inc.,’*® unless the transfer *** of such stock *** carried with 
it the right to Mr. Benny’s services.*** 

It is also reported that Edgar Bergen is contemplating the sale of Charlie 
McCarthy and Mortimer Snerd.’*? Mr. Bergen appears to have substan- 
‘tally the same rights in Charlie McCarthy and Mortimer Snerd as Messrs. 
Gosden and Correll have in “Amos ’n’ Andy.” His relationship to Mc- 
Carthy-Snerd psychologically is far more complicated than theirs to 
“Amos ’n’ Andy,” however, for he appears as himself on the program; 
morcover, the audience at all times remains partly or fully conscious that it 
is Edgar Bergen who is speaking through the wooden lips of McCarthy 
and Snerd. This consciousness is an essential part of the appeal of the pro- 
gram. The trade press **' states that “Bergen intends to demonstrate that 
he’s selling a property rather than a personality” by having another ven- 
triloquist act in his stead during the first two shows of the new season. 
This action, of course, would accentuate the fictional characters and there- 
by stress the similarity to the “Amos ’n’ Andy” show. It is believed, how- 
ever, that Mr. Bergen will have difficulty in consummatirig a capital gains 
sale of McCarthy and Snerd at least until such time as he severs com- 
pletely and permanently his personal appearances with them. Under the 
latter circumstances he might or might not be able to find a buyer. 

Without retiring as entertainers, Mr. Bergen, Mr. Benny, and others, 
including Fred Allen, may engage in capital gains transactions less directly 
involving their entertainment personalities than would be involved in an 


income 


151 


144 CBS has announced that it paid Mr. Benny $1,356,000 (or 60 per cent of $2,260,000). 
Washington Post, Jan. 1948, p. 2. 

145 See Broadcasting, Nov. 22, 1948, p. 22; Variety, Dec. 1, 1948, p. 23; Saturday 
Evening Post, note 131 supra; Washington Post, note 144 supra. 

146 Tt has been reported that Mr. Benny’s “various activities” were “organized” under 
this company, 60 per cent of the stock of which he owned (Washington Post, note 144 
supra), but that the company had no right to his personal services (Saturday Evening 
Post, note 131 supra; and Variety, Nov. 24, 1948, p. 21). 

147. See the press interchange between NBC and CBS upon the announcement of 
the Benny transaction. Variety, Dec. 1, 1948, p. 23. 

148 Other entertainers have become interested in stock transactions. See Variety, Nov. 
24, 1948, pp. 21, 35. It has also been reported that “Bing Crosby is now merchandising 
Minute Maid Orange Juice in return for a juicy block of stock” (John Crosby, Washing- 
ton Post, Dec. 5, 1948). For a brief discussion of stock transactions by entertainers, 
see Altman, note 101 supra. 

149 Press reports suggest that the Bureau of Internal Revenue does consider that the 
right to Mr. Benny’s services was transferred with the stock. See Washington Times- 
Herald, Dec. 31, 1948, p. 3; and Washington Post, note 144 supra. 

150 Variety, Dec. 29, 1948, p. 1. 

161 bid. 
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attempted transfer of these personalities. Anyone who is not a profes- 
sional author may write the story of his life, and, after holding the manu- 
script (a “property’”’) for more than six months, may sell it at 25 per cent 
capital gains rates. This is upon the assumption, believed to be reasonably 
well founded, that the newspapers have reported correctly the receipt of a 
Bureau of Internal Revenue ruling, substantially to the foregoing effect, 
by General Dwight D. Eisenhower, covering sale of the manuscript to his 
book, “Crusade in Europe.” **? It has been stated that Fred Allen is con- 
templating a transaction of this kind.*** There are, however, borderline 
instances in this field, too.*** 


CONCLUSION 


The “Amos ’n’ Andy” type of transaction factually is available to 
relatively few individuals. Even for them, the transaction is subject to 
hindrances and dangers which tend to make it unsafe in the absence of a 
ruling from the Bureau of Internal Revenue. Indications are that the 
Bureau presently is not disposed to give further rulings in this type of 
transaction. The sellers are free, of course, to go forward on the basis 
of a calculated risk, but the results may be severe as well as disappointing. 
There are, moreover, public relations implications in this field warranting 
perhaps as much concern as the technical tax factors.*** In the final 
analysis, the underlying problem is one which will not be satisfactorily 
solved as long as the differential between the taxation of capital gains and 
earned income remains as great as it is under the present law.’ 


152 See the Washington Evening Star, May 20, 1948, p. 1; Variety, Oct. 13, 1948, 
p. 1; Variety, Oct. 6, 1948, p. 1. 

153 Variety, Dec. 1, 1948, p. 1. See also Time, Dec. 13, 1948. 

154 For example, does an individual have a property right in his own life story which 
he may sell for movie reproduction, even though it is not incorporated in a manuscript 
owned by him? This may be Al Jolson’s problem, not once, but twice, according to 
Variety (Oct. 6, 1941, p. 1). The problem is made more complicated because Mr. Jolson 
several times in the past has licensed to motion picture producers the right to portray at 
least parts of his life. 

155 Variety, on the other hand, notes a jump in Jack Benny’s Hooper rating, and 
attributes this “to the manner in which the nation’s press has been front-paging the 
comedian’s NBC-CBS capital gains switch.” Variety, Dec. 22, 1948, p. 23. 

156 Tt is possible that the only equitable answer ultimately will be found to lie in long- 
term income averaging, despite its administrative and fiscal disadvantages. Averaging 
and other possibilities, such as tax offsets for savings, an earned income credit, separate 
rate structures for earned and unearned incomes, and pension plans. for individuals and 
partners, now are being studied by committees of the American Bar Association and 
by other groups. 




















Tax-Free Liquidations Of Corporate 
Subsidiaries Under Section 112(b)(6) 
Of The Internal Revenue Code 


“E pluribus unum.” 


HOWARD O. COLGAN, Jr. anp ROBERT T. MOLLOY 


I N the middle 1930's the cure for economic depression was felt to lie, in 
no small part, in effecting prompt destruction of holding companies. The 
corporate era of the managerial revolution * strove to silence doubts of its 
own pragmatic soundness with clichés derived from earlier agrarian dis- 
contents. “Absentee ownership,” “fiscal oligarchies,” and ‘economic irre- 
sponsibility” were confidently traced to holding companies. 

A generation uncritically devoted to the “father complex” mode of 
jurisprudence * found no need to exercise discrimination in examining 
the new economic dogma of corporate monism. However, divorcement 
of subsidiary or affiliated corporations was insisted upon only in the 
public utility holding company field.* As a general policy, a milder, volun- 
tary form of integration was sought through the affording of favorable 
tax treatment to the complete liquidation of corporate subsidiaries hy 
parent companies.‘ The fiscal advantage, ultimately settled upon to induce 
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8 Public Utility Holding Company Act of 1935, 15 U.S.C.A. §§79-79z-6. 

4 The Revenue Act of 1936 in the opinion of the Supreme Court “made distributions 
to parent corporations nontaxable in order to encourage the simplification of corporate 
structures. It was avowedly for this reason that section 112(b)(6) provided that no 
gain or loss to the parent company should in such case be recognized, . . . .” Helvering v. 
Credit Alliance Corp., 316 U.S. 107, 112 (1942). See also Comm’r v. Kay Manufacturing 
Corp., 122 F.2d 443, 445 (C.C.A.2d 1941), cert. denied, Helvering v. Kay Manufacturing 
Corp., 316 U.S. 680 (1942) (“It should not be overlooked that the Revenue Act of 1936 
was intended not only to raise revenue but also to encourage the simplification of cor- 
porate structures. See the President’s message to Congress, H. Rept. No. 1681, 74th 
Cong. Ist sess.”); Hughes Tool Co. v. Comm’r, 147 F.2d 967, 969 (C.C.A.Sth 1945) 
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corporate parents to swallow their progeny first appeared as section 
110(a) of the Revenue Act of 1935 ° and appears today in the Code as 
section 112(b) (6). 





SEecTION 112(b) (6) 


The vehicle first chosen in 1935 for achieving fiscal grace through the 
elimination of holding companies proved so faulty in design ° that it was, 
in the following year, retroactively superseded by section 112(b) (6) 
of the Revenue Act of 1936. Thereafter in 1938 this provision was im- 
bedded in the Internal Revenue Code where it remains unchanged today.’ 


(“We find in the provisions of the Revenue Act of 1936, . . . a broad policy to discourage 
by heavy multiple taxation both holding corporations and the non-distribution of cor- 
porate profits. The way is open to get rid of the holding corporations in section 
112(b) (6), . . . .); Oregon Land & Livestock Co., 2 T.C.M. 1085, 1089 (1943) (“Section 
112(b) (6) was enacted to encourage and facilitate the liquidation of holding companies, 
and to that end Congress has permitted such liquidations to be tax free under the 
conditions set forth in the statute. See Seidman’s Legislative History of Federal Income 
Tax Laws, pp. 240 to 243.”) ; International Investment Corp., 11 T.C. No. 82 (1948) (“The 
purpose of the original enactment of section 112(b) (6) was to encourage the simplification 
of corporate structures through elimination of subsidiaries. ‘The purpose [of 1936 amend- 
ment] was further to facilitate simplification of corporate structures.’ 80th Cong. Rec. 
(1936) 9038, 10288, 10452, H. Rept. No. 3068, 74th Cong. 2nd sess. (1936) 7-8.”). 

5 As finally enacted section 110(a) of the Revenue Act of 1935 provided: 

“Section 112(b) of the Revenue Act of 1934 is amended by adding after paragraph (5) 
a new paragraph reading as follows: 

** (6 Exchanges in Liquidation—No gain or loss shall be recognized upon the receipt 
by a corporation of property (other than money) distributed in complete liquidation of 
another corporation, if the corporation receiving such property on such exchange was on 
the date of the enactment of the Revenue Act of 1935 and has continued to be at all times 
until the exchange, in control of such other corporation. As used in this paragraph 
“complete liquidation” includes any one of a series of distributions by a corporation in 
complete cancellation or redemption of all its stock in accordance with a plan of liquida- 
tion under which the transfer of the property under the liquidation is to be completed 
within a time specified in the plan, not exceeding five years from the close of the taxable 
year during which is made the first of the series of distributions under the plan... . 
This paragraph shall not apply to any liquidation if any distribution in pursuance thereof 
has been made before the date of the enactment of the Revenue Act of 1935.’” 

6 Darrell, Corporate Liquidations and the Federal Income Tax, 89 U. of Pa. L. Rev. 
907, 927-928 (1941) ; International Investment Corp., 11 T.C. No. 82 (1948). 

7T.R.C. §112(b) (6) provides: 

“No gain or loss shall be recognized upon the receipt by a corporation of property 
distributed in complete liquidation of another corporation. For the purposes of this 
paragraph a distribution shall be considered to be in complete liquidation only if— 

“(A) the corporation receiving such property was, on the date of the adoption 
of the plan of liquidation, and has continued to be at all times until the receipt of 
the property, the owner of stock (in such other corporation) possessing at least 
80 per centum of the total combined voting power of all classes of stock entitled to 
vote and the owner of at least 80 per centum of the total number of shares of all 
other classes of stock (except non-voting stock which is limited and preferred as to 
dividends), and was at no time on or after the date of the adoption of the plan of 
liquidation and until the receipt of the property the owner of a greater percentage 
of any class of stock than the percentage of such class owned at the time of the 
receipt of the property; and 

“(B) no distribution under the liquidation was made before the first day of the 
first taxable year of the corporation beginning after December 31, 1935; and either 

“(C) the distribution is by such other corporation in,complete cancellation or 
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Briefly, this subsection of the Code has, since 1936, provided for the 
non-recognition of either gain or loss on the distribution of property by 
a corporation in complete liquidation to another corporation owning at 
least 80% of all the liquidating corporation’s outstanding shares of stock, 
except such non-voting shares as are limited and preferred as to dividends, 
where such distribution is made pursuant to a plan of complete liquida- 
tion. Gains and losses realized on distributions to minority stock interests, 
although made in complete liquidation of the transferor, do not, however, 
come within the non-recognition provisions of section 112(b) (6).° 

The statute itself, the regulations promulgated thereunder, and the 
decided cases, together with pertinent Bureau rulings, afford significant 
information as to the mechanics whereby tax-free liquidations of cor- 
porate subsidiaries can be effected. Detailed examination of these sources 
is necessary for a full comprehension of this highly useful type of tax- 
free transfer. 


THE PLAN 


The Statute. Implicit throughout section 112(b) (6) is the assumption 
inat a formal plan of liquidation has been formulated and adopted prior 


redemption of all its stock, and the transfer of all the property occurs within the 
taxable year; in such case the adoption by the shareholders of the resolution under 
which is authorized the distribution of all the assets of such corporation in com- 
plete cancellation or redemption of all its stock, shall be considered an adoption of a 
plan of liquidation, even though no time for the completion of the transfer of the 
property is specified in such resolution; or 
“(D) such distribution is one of a series of distributions by such other corporation 
in complete cancellation or redemption of all its stock in accordance with a plan of 
liquidation under which the transfer of all the property under the liquidation is to 
be completed within three years from the close of the taxable year during which 
is made the first of the series of distributions under the plan, except that if such 
transfer is not completed within such period, or if the taxpayer does not continue 
qualified under subparagraph (A) until the completion of such transfer, no dis- 
tribution under the plan shall be considered a distribution in complete liquidation. 
“Tf such transfer of all the property does not occur within the taxable year the Com- 
missioner may require of the taxpayer such bond, or waiver of the statute of limita- 
tions on assessment and collection, or both, as he may deem necessary to insure, if the 
transfer of the property is not completed within such three-year period, or if the taxpayer 
does not continue qualified under subparagraph (A) until the completion of such transfer, 
the assessment and collection of all income, war-profits, and excess-profits taxes then 
imiposed by law for such taxable year or subsequent taxable years, to the extent attribu- 
table to property so received. A distribution otherwise constituting a distribution in com- 
plete liquidation within the meaning of this paragraph shall not be considered as not 
constituting such a distribution merely because it does not constitute a distribution or 
liquidation within the meaning of the corporate law under which the distribution is made; 
and for the purposes of this paragraph a transfer of property of such other corporation 
to the taxpayer shall not be considered as not constituting a distribution (or one of a 
series of distributions) in complete cancellation or redemption of all the stock of such 
other corporation, merely because the carrying out of the plan involves (i) the transfer 
under the plan to the taxpayer by such other corporation of property, not attributable 
to shares owned by the taxpayer, upon an exchange described in paragraph (4) of this 
subsection, and (ii) the complete cancellation or redemption under the plan, as a result 
of exchanges described in paragraph (3) of this subsection, of the shares not owned by 
the taxpayer.” 
8 Reg. 111, Sec. 29.112(b) (6)-4. 
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to any distribution. The statute itself contains some six specific refer- 
ences * to a plan of liquidation. 

A distribution is to be deemed in complete liquidation only if the parent 
corporation on the date of the adoption of the plan possessed and at all 
times thereafter continued to possess at least 80% of the total combined 
voting power of all classes of stock entitled to vote, and was the owner of 
at least 80% of the total number of shares of all classes except non-voting 
shares limited and preferred as to dividends.*® The parent corporation, 
on or after the date of the plan’s adoption, must not own a lesser percent- 
age of any class of stock than the percentage of such class owned by it at 
the time of receipt of the first distribution.”* 

Where the shareholders adopt a resolution authorizing distribution of 
all the corporation’s assets in complete cancellation or redemption of all its 
stock, and where such distribution is completed within the taxable year, 
then such plan qualifies as a plan of liquidation although no time for the 
completion of such transfer is laid down in the resolution.’ Where a 
longer period than one year is required, then the statute itself, as a con- 
dition to non-taxability,** provides that the distribution must occur under 
a plan of liquidation “under which the transfer of all the property under 
the liquidation is to be completed within three years from the close of the 
taxable year during which the first of the series of distributions is made.” ** 


9A plan of liquidation is referred to twice in section 112(b) (6) (A), and three times 
in section 112(b)(6)(D). Plan and resolution are each referred to once in section 
112(b) (6) (C). 

10 T.R.C. §112(b) (6) (A). This 80% rule is satisfied if the parent has purchased the 
necessary shares despite the fact that title to them has not been transferred, the pur- 
chase price has not been paid over, the vendor remains entitled to receive dividends 
declared on such shares, and the purchase contract was entirely oral. Metal Office 
Furniture Co., T.C. Memo. Dkt. 100184. P—H {42,337 (1942). 

117.R.C. §112(b) (6) (A). 

127.R.C. §112(b) (6) (C). 

13 T.R.C. §112(b) (6) (D). It will be noted that this subparagraph does not in so many 
words require that the plan itself state the period within which the transfers are to be 
completed. Section 110(a) of the Revenue Act of 1935 expressly provided that “‘liquida- 
tion is to be completed within a time specified in the plan, not exceeding five years from 
the close of the taxable year during which is made the first of the series of distributions 
under the plan.” (Italics added) Section 112(b)(6)(D) of the Revenue Act of 1936 as 
passed by the House simply repeated the language of section 110(a) of the Revenue Act 
of 1935. In the Senate, by amendment from the floor, however, very substantial amend- 
ments were adopted. As passed by the Senate, section 112(b) (6) of the Revenue Act of 
1936 provided for the transfer of all the liquidating subsidiary’s property “to be com- 
pleted within a time specified in the plan, not exceeding three years from the close of 
the taxable year within which is made the first of the series of distributions under the 
plan, except that if such transfer is not completed within the period specified in the 
plan, no distribution under the plan shall be considered a distribution in complete liquida- 
tion.” (Italics added) The measure was again amended by the Conference Committee 
with the result that the italicised portions were omitted. 

14 .R.C. §112(b)(6)(D). Subparagraphs (C) and (D) are wholly separate in their 
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If in fact, however, complete distribution does not occur within the 
statutory time so that the three-year period is exceeded, all distributions are 
deemed not to have been made pursuant to a plan of complete liquidation. 

The Regulations. The presupposition that a formal plan of liquidation 
must be in existence appears even more strongly in the regulations ** than 
in the statute itself. The existence of a plan is there specifically referred 
to some twenty times. That a formal written plan is contemplated by the 
regulations appears most clearly in the section ** dealing with the records 
to be kept and the information to be filed with the Bureau. The regula- 
tions provide that the plan of liquidation must be adopted by all of the 
corporate parties to such liquidation and that the adoption must be shown 
by the acts of the corporation’s appropriate officers and appear on the 
official records of each corporate party. 

In addition, for each year in which a distribution takes place, the parent 
or recipient corporation must file with its annual income tax return a 
certified copy of the plan, corporate resolutions under which such plan 
was adopted, and a sworn statement detailing all transactions taken 
pursuant thereto.’’ In the event distributions are to take place in more 


requirements. International Investment Corp., 11 T.C. No. 82 (1948). Both, however, are 
subject to the limitations of section 112(b)(6)(B) which provides that a liquidation 
may not be tax-free if any distribution has taken place before the first day of the 
taxable year of the corporation beginning after December 31, 1935. Prior to January 1, 
1936, the liquidation of a corporate subsidiary had generally been treated as taxable. 
France Co., 29 B.T.A. 661 (1934), aff'd, France Co. v. Comm’r, 88 F.2d 917 (C.C.A.6th 
1937), cert. denied, 302 U.S. 699 (1937) ; Leo A. Diamond, Dividing and Merging Exist- 
ing Businesses, in PRocEEDINGS OF NEw YorK University SrxtH ANNUAt. INSTITUTE ON 
FEDERAL TAXATION 286, 305 (1948). 

15 Reg. 111, Sec. 29.112(b) (6)-1 et seq. 

16 Reg. 111, Sec. 29.112(b) (6)-5: 

“Records to be kept and information to be filed with return—(a) Permanent records 
in substantial form shall be kept by every corporation receiving distributions in com- 
plete liquidation within the exception provided in section 112(b) (6) showing the informa- 
tion required by this section to be submitted with its return. The plan of liquidation 
must be adopted by each of the corporations parties thereto; and the adoption must be 
shown by the acts of its duly constituted responsible officers, and appear upon the official 
records of each such corporation. 

“(b) For the taxable year in which the liquidation occurs, or, if the plan of liquidation 
provides for a series of distributions over a period of more than one year, for each taxable 
year in which a distribution is received under the plan, the recipient shall file with its 
return a complete statement of all facts pertinent to the nonrecognition of gain or loss, 
including— 

“(1) A certified copy of the plan for complete liquidation, and of the resolutions 
under which the plan was adopted and the liquidation was authorized, together with 
Nhe: gg under oath showing in detail all transactions incident to, or pursuant to, 
the plan 

“(2) A list of all the properties received upon the distribution, showing the cost 
or other basis of such properties to the liquidating corporation at the date of dis- 
tribution and the fair market value of such properties on the date distributed. 

“(3) A statement as to its ownership of all classes of stock of the liquidating cor- 
poration (showing as to each class the number of shares and percentage owned and 
the voting power of each share) as of the date of the adoption of the plan of liquida- 
tion, and at all times since, to and including the date of the distribution i in liquidation, 
and the cost or other basis of such stock.” (Italics added) 


17 Reg. 111, Sec. 29.112(b) (6)-5(b). 
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than one taxable year, the plan is further required by the regulations to 
state the period within which the transfer of all the property of the liqui- 
dating subsidiary is to be completed.** The parent corporation is likewise 
required to post a bond in an amount to be fixed by the Commissioner *° 
and to file a waiver of the statute of limitations extending its period for 
assessment of all income and profit taxes.” 

Cases. The formalities with respect to the plan of liquidation and its 
adoption by the pertinent corporations, envisioned by the statute and the 
regulations, have received but scant reflection in the decided cases. A plan 
under section 112(b)(6) has been judicially defined as “a method of 
putting into effect an intention or proposal.” * The statute is held not to 
require a formal plan. It is true that a plan of liquidation must be present, 
but it may be spelled out of the actions and intentions of the parties, even 
though no formal written document is ever drawn up embodying all the 
specific requirements laid down by the statute and regulations.” 

Some cases take the general approach that a taxpayer may not claim 
a tax benefit accruing only through his own willful failure to follow the 
requirements of the law.** Certain extreme decisions have even gone so 


18 Reg. 111, Sec. 29.112(b) (6)-3(a). The legislative history of section 112(h) (6) (D) 
does not support this requirement. Cf. note 13 supra. 

19 Reg. 111, Sec. 29.112(b) (6)-3(c) : 

“For each of the taxable years which falls wholly or partly within the period of liquida- 
tion, the recipient corporation shall file a bond, the amount of which shall be fixed by 
the Commissioner. The bond shall contain all terms specified by the Commissioner, 
including provisions unequivocally assuring prompt payment of the excess of income and 
profits taxes (plus penalty, if any, and interest) as computed by the Commissioner with- 
out regard to the provisions of sections 112(b) (6) and 113(a)(15) over such taxes 
computed with regard to such provisions, regardless of whether such excess may or 
may not be made the subject of a notice of deficiency under section 272 and regardless of 
whether it may or may not be assessed. Any bond required under section 112(b) (6) 
shall have such surety or sureties as the Commissioner may require.” 

20 Reg. 111, Sec. 29.112(b) (6)-3(b) : 

“For each of the taxable years which falls wholly or partly within the period of 
liquidation, the recipient corporation shall, at the time of filing its return, file with 
the collector for transmittal to the Commissioner a waiver of the statute of limitations 
on assessment. The waiver shall be executed on such form as may be prescribed by 
the Commissioner and shall extend the period for assessment of all income and profits 
taxes for each such year to a date not earlier than one year after the last date of 
the period for assessment of such taxes for the last taxable year in which the transfer 
of the property of the liquidating corporation to the controlling corporation may be 
completed in accordance with section 112(b) (6). Such waiver shall also contain such 
other terms with respect to assessment as may be considered by the Commissioner to 
be necessary to insure the assessment and collection of the correct tax liability for 
each year within the period of liquidation.” 

21 Burnside Veneer Co. v. Comm’r, 167 F.2d 214, 217 (C.C.A.6th 1948). 

22 Service Co. v. Comm’r, 165 F.2d 75, 77-78 (C.C.A.8th 1948); Burnside Veneer Co. 
v. Comm’r, 167 F.2d 214, 217-218 (C.C.A.6th 1948) ; International Investment Corp., 11 
T.C. No. 82 (1948) (“There is no need for any formal plan of liquidation if one can be dis- 
covered from the circumstances surrounding the liquidation.”). 

23 Burnside Veneer Co., 8 T.C. 442 (1947), aff’d, 167 F.2d 214, 218 (C.C.A. 6th 1948) ; 
Service Co. v. Comm’r, 165 F.2d 75, 78 (C.C.A.8th 1948); International Investment 


Corp., 11 T.C. No. 82 (1948). 
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far as to hold that the Commissioner may at his option waive compliance 
with the regulations.** The more orthodox courts of appeal have been 
content to sidestep problems of the Commissioner’s power to effect uni- 
lateral waivers of the regulations in favor of even a labored spelling out of 
substantial compliance with the regulations by the taxpayer.”° 

Concretely, the courts have held that as an alternate to a formal, unified 
plan of corporate dissolution, contemporary actions of the interested 
parties may be looked to in order to spell out the existence of a “plan” 
within the statutory meaning of section 112(b)(6). A resolution of 
dissolution adopted by the dissolving subsidiary but without reciprocal 
resolutions by the parent company, coupled with the transfer of all of its 
property by the subsidiary and cancellation of its stock, has been held 
to constitute a sufficient “plan.” *° 

Section 112(b)(6)(D) has been held to have been satisfied despite 
the taxpayer’s failure to comply with the regulations requiring (1) perma- 
nent records to be kept by every corporation receiving distributions in 
complete liquidation ; (2) a plan of liquidation to be adopted by all corpo- 
rate parties thereto; (3) the adoption of such plan to he shown by the re- 
sponsible officers on the official corporate books and records; (4) the filing 
by the parent corporation of its federal income tax return for each year 
in which such distributions are received, with a complete statement of all 
facts pertinent to the non-recognition of gain or loss, including (a) a 
certified copy of the plan and resolutions under which it was adopted, 
together with a statement under oath showing all transactions incident or 
pursuant to such plan, (b) a list of all properties received under the dis- 
tribution, showing the cost basis and the fair market value of each such 
property, together with the date of distribution; and (5) a statement of 


24 Burnside Veneer Co., 8 T.C. 442, 449 (1947); Service Co., 6 TCM 304, 306 (1947) 
(“Additional provisions of the Regulations (Regulations 103, Section 19.112(b) (6) ) 
dealing generally with the maintenance of records and other procedural matters, may be 
considered to have been waived.’’). 

25 Burnside Veneer Co. v. Comm’r, 167 F.2d 214, 218 (C.C.A.6th 1948) ; Service Co. v. 
Comm’r, 165 F.2d 75, 78 (C.C.A.8th 1948). 

“6 Burnside Veneer Co. v. Comm’r, 167 F.2d 214, 217 (C.C.A.6th 1948): “The statute 
does not require a formal plan. Here the proposal was the liquidation, and the method 
proposed of effecting the liquidation was the plan. The express provisions of the 
resolutions directing that the Corporation ‘be immediately dissolved’ and ordering the 
officers to take all necessary and proper steps to that end, under the North Carolina 
statutes which supply the details of procedure, together with the circumstances sur- 
rounding the liquidation, were pertinent evidence not only that there was an intention 
to dissolve the corporation, but that there was in fact an orderly method of liquida- 
tion contemplated.” In Edward Katzinger Co. (T.C. Memo. Dkts. 103053, 103151, 
P-H {42,283 at 688 (1942) ), written consent of the parent to a resolution of dissolution 
in accordance with a plan of liquidation included in the resolution adopted by the sub- 
sidiary’s directors was held to qualify under section 112(b) (6). 
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the ownership of the liquidating corporation's stock as of the date of the 
plan’s adoption and at all times thereafter.** A taxpayer’s claim that strict 
compliance with the regulations is requisite to the application of section 
112(b) (6) has been held to be without support in law.” 

Distributions made prior to the adoption of a plan of complete liquida- 
tion, when followed thereafter by a section 112(b) (6) liquidation, may 
prove particularly troublesome. In theory, distributions made in partial 
quidation prior to the adoption of a plan of complete liquidation, even 
when closely followed by the adoption and execution of such a final plan 
within the statutory three-year period, are to be treated quite separately 
from the subsequent tax-free distribution.*® It seems well established 
that a mere general or “floating” intention to liquidate at some indefinite 
future date, or even upon the occurrence of certain specified events, does 
not constitute the adoption of a plan of complete liquidation as that term 
is employed in section 112(b) (6).°° However, declaration of a dividend 
by a wholly-owned subsidiary two days after a complete plan of liquida- 
tion has been drawn up by the parent but six days before final adoption 
and execution of that plan by the subsidiary’s sole stockholder, has been 
held to come within the purview of section 112(b)(6).™ 

Where the subsidiary was organized originally as a liquidating cor- 
poration to be employed in salvage operations, the question whether dis- 
tributions made prior to the adoption of a formal plan of complete liquida- 
tion are in partial liquidation so that the capital gains provisions of section 
115(c) are applicable, may become peculiarly acute.** Diametrically oppo- 
site results on substantially parallel facts ** have been reached by the 
courts in dealing with whether distributions made prior to the adoption 
of a formal plan of liquidation by the stockholders of a subsidiary origi- 
nally organized as a liquidating corporation are to be deemed to fall within 
section 115(c) or section 112(b) (6). The only safe course to pursue if 
it is desired to come within the tax-exempt reach of section 112(b) (6), 
is to postpone all distributions in liquidation, partial or otherwise, until 
after the formal plan of complete liquidation has been adopted by the 
subsidiary’s stockholders. 

Actual adoption of the plan of liquidation by the subsidiary’s stock- 
holders is expressly required by the statute.** A formal meeting of stock- 
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27 Service Co. v. Comm’r, 165 F.2d 75, 78 (C.C.A.8th 1948). 

28 Id. 

29 Oregon Land and Livestock Co., 2 TCM 1085 (1943). 

30 Td. 

31 Robert Gage Coal Co., 2 T.C. 488, 497 (1943) Acq. 

32 Rhode Island Hospital Trust Co., 7 T.C. 211 (1946) Acq. 

33 Compare Rhode Island Hospital Trust Co., supra, with Comm’r v. Stimson Mill 

, 137 F.2d 286 (C.C.A.9th 1943). Cf. also Joseph F. Peeters Jr., 9 T.C. 556 (1947) 

vers under section 115(c)). 
34T.R.C. §112(b) (6) (A), (C), (D). 
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holders is not, however, necessary. It is enough that the consent of the 
stockholders owning the number of shares requisite to effect dissolution 
under the law of the dissolving subsidiary’s corporate domicile is secured.*° 
This view is eminently sensible since at least 80% of such subsidiary’s 
shares of voting rights must be owned by the parent corporation,** which 
in any event could attend a meeting of its subsidiary’s stockholders only 
through its own officers or other agents. 

Where the distribution of the subsidiary’s properties in complete can- 
cellation or redemption of its stock is completed by the transfer of all of 
its properties within the taxable year, the statute * itself provides that 
no designation of the time within which distribution is to be completed 
need be made in the plan itself. Where, however, distributions are to 
continue over a longer period of time, it is arguable whether the statute 
envisions a positive requirement in the plan itself that liquidation be com- 
pleted within three years from the close of the taxable year during which 
the first of the series of distributions under the plan occurs.** The regu- 
lations *° have unequivocally taken the position that where the projected 
liquidation is to be consummated by a series of distributions covering a 
period of more than one taxable year, the plan shall include a statement 
showing the period within which the transfer of the property to the parent 
corporation is to be completed. Recent case law,*° however, has taken an 
opposite view. 

In Burnside Veneer Co. v. Commissioner ** it was held that where the 
plan provides for the “immediate” liquidation of the subsidiary and such 


35 “There was no stockholders’ meeting held,’ but all of the stockholders in writing 
consented to the dissolution, . . . .” Burnside Veneer Co., 8 T.C. 442, 443 (1947), aff'd, 
Burnside Veneer Co. v. Comm’r, 167 F.2d 214 (C.C.A.6th 1948). 

36]. R.C. §112(b) (6) (A). 

87 T.R.C. §112(b) (6) (C). 

38 T.R.C. §112(b) (6)(D) requires that distributions extending over more than a 
single taxable year be made “in accordance with a plan of liquidation under which 
the transfer of all the property under the liquidation is to be completed within three 


years. ... 

89 Reg. 111, Sec. 29.112(b)(6)-3(a): “In order for the distribution in liquidation 
to be brought within the exception provided in section 112(b)(6) to the general rule 
for computing gain or loss with respect to amounts received in liquidation of a corpora- 
tion, the entire property of the corporation shall be transferred in accordance with a 
plan of liquidation, which plan shall include a statement showing the period within 
which the transfer . . . is to be completed.” (Italics added) 

40“Also we think that the statutory requirement that the liquidation is to be in 
accordance with a plan under which the liquidation is to ‘be completed within three years 
from the close of the taxable year during which is made the first of a series of dis- 
tributions under the plan’ is satisfied. The statute does not require a formal statement 
to this effect; but it was present here by necessary implication, in the various resolutions 
of the directors and stockholders.” Burnside Veneer Co. v. Comm’r, 167 F.2d 214, 217 
(C.C.A. 6th 1948) ; accord, International Investment Corp., 11 T.C. No. 82 (1948). 

41167 F.2d 214 (C.C.A.6th 1948). 
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liquidation takes place in accordance with the plan as rapidly as the statutes 
of the subsidiary’s corporate domicile permit, then a failure of such plan 
to specify that the transfer is to be completed within three years from the 
close of the taxable year in which the first distribution occurs is not of 
importance where the three-year period is in actual fact not exceeded. In 
reaching this conclusion, directly at variance with the regulations, the 
Circuit Court relied heavily upon cases decided under section 115(c), 
as it read after 1928 and prior to amendment by the Revenue Act of 1942, 
a subsection of the Code expressed in language differing significantly in 
some respects from that employed in section 112(b) (6). 


“COMPLETE LIQUIDATION” UNDER Section 112(b)(6) ConTRASTED 
wiTH SeEcTIon 115(c) 


Section 115(c) of the Code provides that amounts received by a tax- 
payer in complete liquidation of-a corporation are to be treated as having 
been received in full payment in exchange for such shares of stock, while 
amounts received in partial liquidation of the corporation are to be treated 
as full or partial payment for such stock. Prior to the adoption of section 
147 of the Revenue Act of 1942, section 115(c) ** further provided that 
gain recognized on amounts distributed by a corporation other than in 
complete liquidation should be treated as short-term capital gains. ‘““Com- 
plete distribution” was in turn defined as including any one of a series of 
corporate distributions made in complete cancellation or redemption of all 
of its stock in accordance with a bona fide plan of liquidation under which 
the transfer was to be completed within a time specified in the plan. The 
time from the close of the taxable year during which the first of a series 
of distributions under the plan was made, must not exceed three years 
where the first distribution is made in a taxable year commencing sibse- 
quent to December 31, 1937, or two years if prior thereto. 

Despite the foregoing wording of section 115(c) it has repeatedly been 
held ** that no time limit for completion of the liquidation need be incor- 


42 “Despite the provisions of Section 117, the gain so recognized shall be considered 
as a short-term capital gain, except in the case of amounts distributed in complete 
liquidation. For the purpose of the preceding sentence, ‘complete liquidation’ includes any 
one of a series of distributions made by a corporation in complete cancellation or 
redemption of all of its stock in accordance with a bona fide plan of liquidation and 
under which the transfer of the property under the liquidation is to be completed within 
a time specified in the plan, not exceeding, from the close of the taxable year during 
which is made the first of the series of distributions under the plan, (1) three years, if 
the first of such series of distributions is made in a taxable year beginning after Decem- 
ber 31, 1937, or (2) two years, if the first of such series of distributions was made in a 
taxable year beginning before January 1, 1938.” 

43 F, Osborne Pfingst, 6 TCM 316, 321 (1947); John R. Roach, 4 T.C. 1255, 1259 
(1945) ; R. Douglas Ball, 4 TCM 467 (1945) ; S. Robert Glassford, 4 TCM 773 (1945). 
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porated in the plan itself if all transfers were actually completed within 
the time specified in the statute and it was the intention and expectation of 
the parties under all the circumstances viewed as a whole to complete the 
distribution within the statutory time. Formal reduction of all the pro- 
visions of the plan to writing was not deemed necessary.'' Specifically, 
where a plan of liquidation under section 115(c) called for “immediate 
liquidation,” it was held that at very least the plan called for final distribu- 
tions to be completed within the three-year period allowed by the statute.*° 

The courts, holding that no greater formality is required to qualify a 
plan of liquidation under section 112(b) (6) than under section 115(c),*® 
have seized upon decisions *' under the latter subsection of the Code to dis- 
cover the existence of qualified “plans” of liquidation under section 112 
(b)(6)(D). These decisions, however, ignore the important differences 
which exist between “complete liquidation” as that phrase was employed 
in section 115(c) prior to the 1942 amendments and as currently used in 
section 112(b)(6). Under the former subsection it was sufficient that a 
plan in all good faith should have been adopted calling for liquidation to 
be completed within the three-year period.** The fact that the actual 
process of liquidation might ultimately prove to require a longer period 
would not serve to deny a taxpayer the benefits of section 115(c).*° The 
time requirements as to complete liquidation are not so flexible under 
section 112(b) (6).°° Actual completion of all transfers within three years 


44 Kennemer v. Comm’r, 96 F.2d 177, 178 (C.C.A.5th 1938). Cf., however, Joseph F. 
Porter, Jr., 9 T.C. 556 (1947). . 

45 John R. Roach, 4 T.C. 1255, 1259 (1945); accord, S. Robert Glassford, supra (“as 
quickly as possible”) ; F. Osborne Pfingst, supra (“as soon as possible”). 

46 Burnside Veneer Co., 8 T.C. 442, 447 (1947). See also Service Co. v. Comm’r, 
165 F.2d 75, 77 (C.C.A.8th 1948). Informalities as to completeness and formality of 
adoption as well as inadequacy of formal content have been excused for section 112(b) (6) 
purposes on the authority of cases decided under section 115(c). 

47 John R. Roach, 4 T. C. 1255 (1945); W. F. Kennemer, 35 B.T.A. 415 (1937), aff'd, 
Kennemer v. Comm’r, 96 F.2d 177 (C.C.A.5th 1938); Horn & Hardart Baking Co. v. 
United States, 34 F. Supp. 89, 91 (E. D. Pa. 1940). 

48 It was not, of course, necessary that the two or three year limitation should appear 
in the formal plan of liquidation as long as the parties genuinely intended the transfers 
to be completed within the statutory time. See cases cited note 43 supra. 

49 William C. Chick, 7 T.C. 1414, 1424-1425 (1946) Acq., aff'd on other grounds, 
Chick v. Comm’r, 166 F.2d 337 (C.C.A.1st 1948), cert. denied, 334 U.S. 845 (1948) ; 
Mary Dupont Faulkner, 3 T.C. 1082 (1944) Acq.; George G. Mason, 3 T.C. 1087, 1091 
(1944) Acq. 

50“Tt is apparent that the time requirements as to complete liquidation are more 
flexible in Section 115(c) than in Section 112(b)(6). Under the former section the 
plan of liquidation must be adopted in good faith and call for the complete transfer of 
the property of the liquidating corporation within three years after the close of the 
year in which the first of the series of distributions is made; while the latter section 
makes no requirement as to the good faith of the plan, but has a definite and absolute 
provision that if the transfer is not completed within three years no distribution can be 
considered as a distribution in complete liquidation. This material difference between 
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from the close of the taxable year during which the first distribution is 
made, is the touchstone to qualification under section 112(b) (6) (D).™ 
These differences have, however, been consistently ignored by the courts 
where so to do results in judgment for the Commissioner.** 


Is Money “PROPERTY” WITHIN THE MEANING OF SECTION 112(b) (6) ? 


Statutory History. The lengthy disputes which have raged over the 
question whether money constitutes “property” within the meaning of 
section 112(b)(6) have rivaled the disputation of the medizval scho- 
lastics themselves.** More attention on the part of the bench to the very 
instructive legislative history which exists on this point might well have 
obviated the entire controversy. 

Provision for the tax-free liquidation of corporate subsidiaries first 
appeared in the law in 1935.°* Section 110(a) was added to the Revenue 
Act of 1935 by Senate Finance Committee amendment which initially 
provided that: °° r 


No gain or loss shall be recognized upon the receipt by a corporation of 
property or money distributed in complete or partial liquidation of another 
corporation... . (Italics added) 


The words “‘or money” were stricken from the Senate bill by the Confer- 
ence Committee, which substituted therefor the parenthetical expression 
“(other than money).” °° As so amended, the bill was passed. 

In the following year, section 112(b) (6) of the Revenue Act of 1934, 
as amended, was superseded by section 112(b) (6) of the Revenue Act of 
1936, from which was stricken all limitation upon the non-recognition of 
gain or loss upon the receipt of money as such. The House version, which 
was unchanged from section 110(a) of the Revenue Act of 1935, was 


the two sections of the same act, in both 1936 and 1938, ... indicates that Congress 
deliberately avoided in drafting Section 115(c) the inflexible time requirement appear- 
ing in the proviso which it added to Section 112(b)(6)(D).... Probably Congress 


had in mind that unforeseeable events might delay the liquidation of a corporation other 
than a wholly-owned subsidiary corporation, even though when the liquidation was started 
all of the parties concerned believed in good faith and with reason that it would be 
completed as planned within two or three years.” George G. Mason, 3 T.C. 1087, 1091 


(1944) Acq. 
51 The statute specifically provides that “if such transfer is not completed within 
such period, ... no distribution under the plan shall be considered a distribution in 


complete liquidation.” 

52 Burnside Veneer Co., Service Co., and International Investment Corp., all cited 
note 22 supra. 

53 Only a Dr. Pangloss could take comfort in the bootless disputes which have occurred 
on this point. Perhaps, Sebastian Brandt’s “The Ship of Fooles” offers apter analogies. 
54 SerpMAN’s LEGISLATIVE History oF FeperAL INcomME Tax Laws 292 (1938). 

55 Jd. 
56 Ibid. at 241. 
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amended from the floor of the Senate by striking out the words “(other 
than money)” completely, and leaving only the word “property.” As 
thus amended, the bill in this respect was adopted, and remains unchanged 
today as section 112(b) (6) of the Code. 

The Position of the Bureau. In light of the foregoing legislative his- 
tory, the Bureau of Internal Revenue, in 1938, adopted ** the position to 
which it has adhered ever since, that money is included within the meaning 
of the term “property,” as that term is employed in section 112(b) (6). 
Even though cases °° were subsequently handed down taking the opposite 
point of view, the Bureau has been willing to issue rulings holding that 
money is property for section 112(b) (6) purposes and to enter into clos- 
ing agreements predicated thereon. 

The Cases. Despite this legislative history of the word “property,” 
and the position taken by the Bureau, the Board of Tax Appeals and the 
Tax Court, in unreviewed decisions, reached an opposite conclusion. 
At subsequent times, however, other divisions of the Tax Court,” like- 
wise in unreviewed decisions, reached the conclusion that section 112(b) 
(6) was applicable even though distributions were made in cash. 


57 A final bit of legislative history is recounted in Tri-Lakes S. S. Co. v. Comm’r, 146 
F.2d 970, 972-973 (C.C.A.6th 1945) to the following effect: “It is not without importance, 
moreover, that the Senate Committee on Finance, in discussing §115(h) of the Revenue 
Bill of 1938, expressed the view that §§112(b)(6) and (7) permit the distribution of 
property (including money) in addition to stock or securities, without the recognition 
of gain to the distributee, so that proposed changes in §115(h) were in the interest of 
added clarity. Cumulative Bulletin 1939-1, part 2, page 792. While this observation 
was not within the preenactment history of §112(b) (6), yet it was an observation of 
a highly specialized and informed committee of the Congress dealing with tax matters, 
and possessing a large measure of continuity. It was doubtless conversant with the 
purpose of the original section and the amendments made thereto.” Sce also International 
Investment Corp., 11 T.C. No. 82 (1948). 

58 G.C.M. 19435, 1938-1 Cum. Butt. 176. The Bureau also relied on a similar con- 
clusion reached under section 203(b) (4) of the Revenue Act of 1924, the relevant por- 
tions of which are identical with section 112(b) (5) of the Code, in Halliburton v. Comm’r, 
78 F.2d 265 (C.C.A.9th 1935); accord, Cyrus S. Eaton, 37 B.T.A. 715, 722 (1938) ; 
Portland Oil Co. v. Comm’r, 109 F.2d 479, 488 (C.C.A.1st 1940), cert. denied, 310. U.S. 
650 (1940). 

59 The Commissioner specifically refused to acquiesce in Stimson Mill Co., 46 B.T.A. 
141 (1942), or to follow the cases reaching a similar result cited note 60 infra. 

60 Stimson Mill Co., 46 B.T.A. 141, 143 (1942) (opinion per Sternhagen, J.) ; accord, 
Tri-Lakes Steamship Co., 2 TCM 1150 (1943) (opinion per Sternhagen, J.); Day & 
Zimmerman, Inc., 3 TCM 760, 765 (1944) (opinion per Turner, J.); American Zinc, 
Lead and Smelting Co., 2 TCM 160, 163 (1943) (opinion per Tyson, J.). 

61 Robert Gage Coal Co., 2 T.C. 488, 501-502 (1943) Acq. (opinion per Black, J.). 
See also Burnside Veneer Co., 8 T.C. 442 (1947) (decision per Harlan, J. reviewed by 
the Court) ; Consolidated Laundries Corp., T.C. Memo. Dkt. 103791. P—H 42,387 (1942) 
(opinion per Disney, J.) ; Local Loan Co., T.C. Memo. Dkt. 100665. P-H {42,265 (1942) 
(opinion per Arnold, J.); Edward Katzinger Co., T.C. Memo. Dkts. 103053, 103151. 
P-H 42,283 (1942) (opinion per Arnold, J.). . 
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The circuit courts,” in turn, refused to endorse those decisions holding 
money not to be “property,” and, on occasion, even held the opposite to be 
the case.** The Tax Court’s fear that a wide area of tax avoidance would 
be opened should property be held to include money, was not deemed 
persuasive in view of the fact that the liquidating subsidiary would be 
properly subject to tax on any gain realized upon the conversion of its 
_ assets into cash prior to distribution.” 

In addition to direct holdings in the Tax Court and the reviewing 
circuit courts that cash is property under section 112(b) (6), the Supreme 
Court, by necessary implication, reached a similar result in Credit Alliance 
Corporation v. Commissioner.© 

All doubts on this question may now safely be assumed to have been 
set at rest by the recent decision of the full Tax Court in /nternational 
Investment Corporation. There the entire Court, with only Judge Mur- 
lock dissenting, specifically overruled the earlier cases holding that money 
is not property within the meaning of section 112(b) (6). 





CONSOLIDATED RETURNS 


It has long been established that, where a parent corporation has availed 
itself in a consolidated return of the losses experienced by a subsidiary, a 
double deduction may not be thereafter secured by such parent through 
deductions for bad debt losses incurred on loans and advanced to such 
subsidiary.*%* These bad debt losses may be claimed only in an amount 


62 Comm’r v. Stimson Mill Co., 137 F.2d 286, 287 (C.C.A.9th 1943) ; Comm’r v. Day & 
Zimmermann, Inc., 151 F.2d 517 (C.C.A.3d 1945). 

63 Tri-Lakes S. S. Co. v. Comm’r, 146 F.2d 970, 974 (C.C.A.6th 1945); Burnside 
Veneer Co. v. Comm’r, 167 F.2d 214, 217 (C.C.A.6th 1948). 

64 Tri-Lakes S. S. Co. v. Comm’r, 146 F.2d 970, 973. See also G.C.M. 19435, 1938-1 
Cum. Butt. 176, 179, to the effect that “. . . there appears no reason for distinguishing 
between a liquidating dividend in money and one in property if an exemption is to be 
granted in either case. To do so would be to penalize unjustly corporations owning prop- 
erty of a nature which could not be distributed as a liquidating dividend.” 

65 316 U.S. 107 (1942); accord, Edward Katzinger Co., T.C. Memo. Dkts. 103053, 
103151. P-H 42,283 (1942); Consolidated Laundries Corp., T.C. Memo. Dkt. 103791. 
P-H {42,387 (1942) ; Local Loan Co., T.C. Memo. Dkt. 100665. P-H {42,265 (1942). 

6611 T.C. No. 82 (1948). 

67 “Where two affiliated corporations have been engaged in a series of continuous 
transactions resulting in a debtor-creditor relationship, and the debtor has sustained 
losses which have been deducted from income on a consolidated return, the creditor 
thereafter may not claim another deduction either by way of worthless stock or bad 
debt which is traceable directly or indirectly to the losses deducted on the consolidated 
return, except to the extent that the later losses exceeded the earlier.” Edward Katzinger 
Co., 44 B.T.A. 533, 538 (1941) Acq., aff'd, Edward Katzinger Co. v. Comm’r, 129 F.2d 74 
(C.C.A.7th 1942). Cf. Charles Ilfeld Co. v. Hernandez, 292 U.S. 62 (1934). 

“However, where a debtor-creditor relationship between affiliates is the result of 
operating losses of one being paid by the other, which losses have been deducted from 
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reduced to reflect the prior tax benefit realized through the filing of the 
consolidated returns. 

This principle is equally applicable to losses realized by a corporate 
parent on the liquidation of a corporate subsidiary, although the liquida- 
tion of the subsidiary qualifies under section 112(b)(6).°* The amount 
of any prior tax benefit which the parent realized by off-setting its tax- 
able income against its subsidiary’s losses on consolidated returns must be 
deducted from such losses as the parent may experience on its subsidiary’s 
liquidation. The amount of this prior tax benefit, although serving to 
reduce the parent’s loss, does not constitute “property” distributed to such 
parent within the meaning of section 112(b)(6).” 


“A CORPORATION” 


The Statute. The provisions of section 112(b) (6) extend only to cor- 
porations, defined by the Code™ as including associations, joint-stock 
companies and insurance companies. Thus the parties in interest, both 
surviving parent and liquidating subsidiary, must meet the Code definition 
of corporation if the benefits of section 112(b) (6) are to be availed of. 

Section 112(i). A limitation upon the ordinary definition of “corpora- 
tion” is contained in section 112(i). It is there provided that where a tax- 
free liquidation under section 112(b)(6), as well as a tax-free re- 
organization under section 112(b) (3), (4) or (5) is concerned, a foreign 
corporation shall not be deemed a corporation at all unless, prior to any 
exchange or distribution, it shall have been established to the satisfaction 
of the Commissioner, that such exchange is not being made in pursuance 
of a plan having as one of its principal purposes the avoidance of federal 
income taxes. 

A foreign corporation is, in turn, defined in the Code ™ as a non-domes- 
tic corporation, 1.e., one not organized in the United States, or under the 
laws of the United States, or any state or territory. Federal income taxes, 


group income on consolidated returns, the basis of the creditor for gain or loss on the 
indebtedness must be reduced by the amount of the losses of the debtor which have 
offset income on the consolidated returns. If the creditor were allowed to use the 
full amount of the indebtedness as basis, as, for example, in connection with a claimed 
deduction for a bad debt, for the computation of gain or loss upon the disposition of the 
indebtedness, or in any other way, a double deduction for the same losses by a member 
or members of the affiliated group would result.” Doylestown & Easton Motor Coach Co., 
9 T.C. 846, 849-850 (1947). See generally, Hellerstein, Losses Availed of in Consolidated 
Returns, 2 Tax L. Rev. 391 (1947). 

68 H. G. Hill Stores, Inc., 44 B.T.A. 1182 (1941) Acq.; Edward Katzinger Co. note 67 
supra; Ohio Oil Co., T.C. Memo. Dkt. 100090. P-H 42,024 at 50 (1942). 

69 Tron Fireman Manufacturing Co., 5 T.C. 452, 461 (1945). 

70 T.R.C. §3797(a) (3). 

T71T.R.C. §3797(a) (5). See also §3797(a) (4). 
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for the purpose of section 112(i), include not only the normal tax and 
surtaxes, but also extend to the excess profits tax imposed by the Revenue 
Acts of 1935, 1936, and 1938, and the declared value-excess profits tax 
formerly imposed by the Code, as well as the excess profits tax formerly 
imposed by subchapter E of Chapter 2 of the Code.” 

The statutory provisions requiring that the Commissioner must be 
satisfied prior to any distribution that an income-tax-avoidance motive 
~vas not one of the principal purposes motivating the dissolution, have 
been given quite a literal interpretation by the courts. Even where the 
taxpayer, through sheer inadvertence, fails to establish the innocence of 
his motives prior to the exchange, it has been held ** that the Commissioner, 
if applied to thereafter, is without power retroactively to qualify the plan 
under section 112(i), even though fully satisfied as to the innocence of 
the taxpayer’s motives. Nor does the Tax Court have authority to relieve 
a taxpayer of the hardship stemming from failure to qualify under sec- 
tion 112(i), even though convineed that the reorganization or dissolution 
did not have as one of its principal purposes the avoidance of federal 
taxes."* 

The Bureau Position on Section 112(i). The availability of a tax-free 
liquidation or reorganization where any of the parties is a foreign cor- 
poration is completely discretionary with the Commissioner. In the past 
taxpayers have on occasion been able to satisfy the Commissioner that a 
complete liquidation of a foreign subsidiary did not have as one of its 
principal purposes the avoidance of federal income taxes. For example, 
an intention to avoid British income taxes is seemingly unobjectionable. 
Thus, in Rodney, Inc.,"* a taxpayer married a British subject in 1930 and 
went to live in England. In the same year she set up a wholly-owned New- 
foundland holding company in order to avoid British income taxes on the 
same income upon which she paid federal income taxes. The Commis- 








72 Reg. 111, Sec. 29.112(i)-1. 

73 Texas-Canadian Oil Corp., Ltd., 44 B.T.A. 913, 918 (1941), appeal (T) dismissed 
on petitioner’s motion C.C.A.5th 1942, 1942 P-H 63,067. Compare, however, William C. 
Hay, 2 T.C. 460 (1943), aff'd, Hay v. Comm’r, 145 F.2d 1001, 1005 (C.C.A.4th 1944), 
cert. denied, 324 U.S. 863 (1945), rehearing denied, 324 U.S. 891 (1945), where the 
Circuit Court in effect held the Commissioner may ignore the taxpayer’s failure to 
secure advance consent under section 112(i) where necessary to protect the revenues. 

74 Texas-Canadian Oil Co., supra. It was also there held that section 112(i) is applicable 
even though both parent and subsidiary are foreign corporations. Accord, G.C.M. 18399, 
1937-2 Cum. Butt. 131. Gains arising from the sale or exchange of shares of stock 
in foreign corporations may be deemed to arise from sources within the United States 
within the meaning of section 119 where the assets of any of the corporations are located 
within the United States. Texas-Canadian Oil Co., 44 B.T.A. 913, 919-920 (1941) ; 
William C. Hay, supra. If the Commissioner’s approval under section 112(i) cannot 
be procured, contributions to the capital of a foreign subsidiary which the corporate 
taxpayer desires to liquidate, will run afoul of Chapter 7, section 1250 ct seq. of the Code. 
752 T.C. 1020 (1943), aff'd, Rodney, Inc. v. Comm’r, 145 F.2d 692 (C.C.A.2d 1944). 
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sioner did not withhold his consent under section 112(i) where such 
foreign subsidiary was subsequently liquidated after the death of the 
taxpayer’s husband had led her to resume residence in this country, so 
that the need to avoid British taxes no longer existed. 

In the past the Bureau has not, seemingly, been too much concerned 
with the reasons why the foreign subsidiary was created. Motive behind 
the liquidation was deemed to govern. So in Raritan Co."* the Commis- 
sioner was satisfied that the liquidation under section 112(b)(6) of a 
wholly-owned Newfoundland corporation did not have as one of its 
principal purposes the avoidance of federal income taxes, although such 
foreign corporation had originally been created to pay off a purchase 
money mortgage or loan from the dividends of a domestic corporation 
without being subject to federal tax.” 

At the present time the Bureau’s attitude toward the liquidation of 
foreign subsidiaries appears to have hardened appreciably. The mere 
asking for the Commissioner’s advance consent in order to avail oneself 
of section 112(b)(6) shows that one of the motives of the taxpayer is 
to avoid taxes, so the question in each case becomes one of determining 
whether such desire is a principal motive. 

The question of the taxpayer’s motive is, of course, one of fact."* In 
any case where the taxpayer wishes to establish to the Commissioner’s 
satisfaction that an intended exchange or distribution is not in pursuance 
of a plan having as one of its principal purposes the avoidance of federal 
income taxes, he may request a ruling to that effect. This request must 
be accompanied by a sworn statement of facts relating to the plan, a copy 


of the plan also being enclosed with the request for ruling and the sworn 


statement.”® 


Although not specified in the regulations, the Commissioner usually 


76 Raritan Co. of Delaware, Inc., 47 B.T.A. 857 (1942), aff’d, Raritan Co. of Delaware, 
Inc. v. Comm’r, 136 F.2d 364 (C.C.A.2d 1943), cert. denied, 320 U.S. 753 (1943). 

77 Since the Commissioner had granted approval under section 112(i) the liquidation 
of the foreign subsidiary was tax free although it was seemingly admitted that “the 
corporation was set up for the purpose of avoiding tax” and the Commissioner “in earlier 
years, may have endeavored to apply Section 102 or 104 on the theory that a corporation 
had been ‘formed or availed of for the purpose of preventing the imposition of the surtax 
upon its shareholders.’” (Italics added) Raritan Co. of Delaware, Inc., 47 B.T.A. 857, 
863 (1942). “The statute seems literally to contemplate the exclusion from the tax- 
free category of transactions involving foreign corporations designed to avoid present, and 
possibly future, income tax liability. Nowhere in the section is there any indication that 
approval of a proposed transaction is to be withheld because of past avoidance; ... .” 
PAUL, REORGANIZATIONS, STUDIES IN FEDERAL TAXATION 3d Series 36 (1940). 

78 Reg. 111, Sec. 29.112(i)-1. 

79 Jd. A statement of purposes to be accomplished, including details as to method of 
accomplishment, if sufficiently detailed, will suffice in lieu of a formal “plan” in the form 
of corporate resolutions, etc. 
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will not act on such a request until certain additional data have been sub- 
mitted, including complete balance sheets for all the years the foreign 
subsidiary has been in existence. Any failure in the past on the part of the 
foreign subsidiary to have paid dividends in years when earnings and 
profits would have justified such payment, may well lead the Commissioner 
to believe the plan of liquidation has as a principal purpose the transfer 
of carnings and profits to the parent free of all federal income taxes. 


“DISTRIBUTED” 


Section 112(b) (6) does not provide for the non-recognition of all gain 
or loss realized upon the complete liquidation of corporate subsidiaries. 
Only gains or losses realized on property distributed pursuant to a plan of 
complete liquidation are denied recognition. The question is therefore 
presented : when is property transferred by a liquidating subsidiary deemed 
to have been “distributed? ”’ 

No Distribution Until All Debts have been Paid. Despite strong initial 
opposition from the Commissioner, the proposition is now firmly estab- 
lished that no property can be deemed to have been distributed in com- 
plete liquidation of a corporate subsidiary until all of such subsidiary’s 
debts have been paid.** Thus, where a corporate parent has acquired its 
wholly-owned subsidiary’s bonds and thereafter receives all of the solvent 
subsidiary’s assets in complete liquidation of such subsidiary, the bonds 
must be deemed to have been paid off at full face value before any “dis- 
tribution” can be made to the parent qua, stockholders.*? Thus the parent 
which acquired those bonds through a bargain purchase realizes taxable 
gain on the spread between the cost to it of such bonds and the face value 
of such bonds.** This is true even though the bonds in question are held 








80 The Commissioner’s original non-acquiescence (1941-2 Cum. Butt. 19) in H. G. Hill 
Stores, Inc., 44 B.T.A. 1182 (1941) was withdrawn 1942-2 Cum. Butt. 9. 

81H. G. Hill Stores, Inc., supra; Iron Fireman Manufacturing Co., 5 T.C. 452, 461 
(1945) Acq. (“Here there was no liquidating dividend. The St. Louis Co. owed peti- 
tioner $308,219.76. The proceeds from the sale of its assets amounted to only $265,950.84, 
an amount insufficient to pay its indebtedness. There were, therefore, no assets left for 
distribution to its stockholders on liquidation.”) Accord, Glenmore Distilleries Co., 
47 B.T.A. 213 (1942) Acq.; B. F. Sturtevant Co., 47 B.T.A. 464, 466 (1942) Acq.; 
J. E. Boyd & Co., Inc., T.C. Memo. Dkt. 106554. P—H 942,233 (1942) ; Western Cartridge 
Co., T.C. Memo Dkt. 105187. P-H {41,404 at 878 (1941), aff'd sub nom. Comm’r v. 
Winchester Repeating Arms Co., 134 F.2d 6 (C.C.A.7th 1943). 

82 Houston Natural Gas Corp., 9 T.C. 570 (1947) Acq., appeal (T) C.C.A.5th 1948; 
Rodney, Inc., 2 T.C. 1020, 1023 (1943), aff'd, 145 F.2d 692 (C.C.A.2d 1944). 

83 Houston Natural Gas Corp., 9 T.C. 570 (1948) Acq., appeal (T) C.C.A.5th 1948. 
Had the parent cancelled the bonds prior to the subsidiary’s liquidation and directed 
that such sum be treated as a contribution to capital, the receipt of income could perhaps 
have been avoided. If it is felt that under United States v. Kirby Lumber Co., 284 U.S. 1 
(1931), there is danger that the subsidiary might be held to be in receipt of income 
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in a sinking fund to secure a debt of the parent and are not retired on the 
dissolution.** 

Just as the term ‘‘distributed’’ does not extend to assets transferred to a 
creditor, neither does it cover property transferred as the result of a 
sale.** Thus, where all the assets of an insolvent subsidiary are transferred 
to a corporate parent “for a sum equal to the net book value’ of such 
assets, a sale and not a distribution in complete liquidation takes place. Nor 
is the corporate parent denied an appropriate loss deduction where the 
transfer is effected for a stipulated sum plus the cancellation of any re- 
maining indebtedness.** Only gains or losses on property transferred to a 
corporate parent as a stockholder are denied recognition under section 
112(b) (6).* 

Loan versus Capital Investment. In view of the fact that losses realized 
on loans and advances made to a corporate subsidiary by a parent are 
recognized even under section 112(b)(6) liquidations, much litigation 
has been had as to whether a given advance really constituted a loan or a 
contribution to capital. Although the facts of each case must govern the 
result, it may perhaps be laid down that the intention of the parties ** as 
evidenced by contemporary actions and records will prove determinative. 
Intentions evidenced only after the event are generally accorded but little 
judicial regard.*° 

The most persuasive evidence that a loan and not a capital contribution 
was intended is contemporary corporate resolutions of both borrower and 
lender authorizing the loan, denominating it as such, providing for the 
payment of interest, the execution by the debtor of notes evidencing the 


through the cancellation of its indebtedness, the parent could agree to take additional 
stock in exchange for the subsidiary’s bonds. Where the subsidiary is a foreign corpora- 
tion, however, the hazards of sections 1250 ct seq. make that method of procedure 
impractical. 

84 Houston Natural Gas Corp., supra. For a discussion of the situation where the 
liquidating subsidiary holds obligations of the parent acquired at less than face value, 
see Darrell, Corporate Liquidations and the Federal Income Tax, 89 U. or Pa. L. Rev. 
907, 927, n. 106 (1941). 

85 “The provisions of Section 112(b) (6), upon which the respondent relies, do not and 
were not intended to cover a sale or transfer of assets to a creditor.” H. G. Hill Stores, 
Inc., 44 B.T.A. 1182, 1183 (1941). Edward Katzinger Co., 44 B.T.A. 533, 536 (1941), 
aff'd, 129 F.2d 74 (C.C.A.7th 1942). 

86 Jd. 

87 Woodward Iron Co. v. United States, 59 F. Supp. 54, 63 (N. D. Ala. 1945). 

88 Daniel Gimbel, 36 B.T.A. 539 (1937) Acq.; Harry T. Nicolai, 42 B.T.A. 899, 
904-906, 911-913 (1940), aff'd on other issues, Comm’r v. Nicolai, 126 F.2d 927 (C.C.A.9th 
1942) ; Glenmore Distilleries Co., 47 B.T.A. 213, 223 (1942) Acq.; Lucia Chase Ewing, 
5 TCM 908 (1946); American Zinc, Lead and Smelting Co., 2 TCM 160 (1943); Fair- 
banks, Morse & Co. v. Harrison, 63 F. Supp. 495, 500 (N. D. Ill. 1945). 

89 Wilshire and Western Sandwiches, Inc., T.C. Memo. Dkt. 10638. P-H {48,123 
(1948) ; Thomas J. O’Neill, 6 TCM 993 (1947), aff'd, O’Neill y. Comm’r, 170 F.2d 596 
(C.C.A.2d 1948). 
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advances, and providing for repayment.*® The absence of any one or more 
of these factors is not necessarily fatal to the position that the advances 
were loans.** Where, for example, a stockholder owns only half of a 
corporation’s outstanding shares, “it is difficult to understand why a capital 
contribution would be made by stockholders where half of the amount 
would inure to the benefit of another owner of stock.” * 

Where advances are made to a corporation by stockholders in propor- 
tion to their stock ownership in it, the courts will give close scrutiny to 
the transaction, but this fact alone is not necessarily conclusive.** Ad- 


90 “Here the parties intended the advances as loans. This is shown not only by the 
testimony of the officers, but by the entries on the books of the two companies and 
the considered actions of the parties in regard to the advances, including their actions inci- 
dent to the liquidation.” Edward Katzinger Co., 44 B.T.A. 533, 536 (1941), aff'd, Edward 
Katzinger Co. v. Comm’r, 129 F.2d 74 (C.C.A.7th 1942). The Board reached this con- 
clusion in the Katsinger case even though the wholly-owned subsidiary’s capital was 
mercly nominal and “proved insufficient to enable it to carry on its business” so that 
open account loans from the parent were necessary to enable the subsidiary to continue in 
business. ‘Whether viewed realistically or formally, we are convinced by the evidence 
herein that the advances were loans. Some of the circumstances that have influenced 
our determination are: Petitioner received repayments in excess of one-half of its 
advances ; petitioner’s advances were interest bearing ; petitioner actually received interest 
over a period of years in excess of $670,000; petitioner paid income taxes on the interest 
received for the respective years in excess of $73,000; the corporate books, records, finan- 
cial reports, correspondence, and other corporate acts of both petitioner and Treadwell 
Yukon consistently treated and referred to the advances as loans; and neither the 
advances nor the unpaid balances thereof were ever in proportion or closely propor- 
tionate to the ownership of stock in Treadwell Yukon.” Bunker Hill & Sullivan Mining & 
Concentrating Co., 1 T.C. 1057, 1070 (1943) Acq., appeal (C) dismissed C.C.A.9th 1943 
P-H 62,826. See also Portuguese-American Tin Go., 2 TCM 270 (1943). 

91 Compare, for example, A. H. Rude & Co., Ltd., B.T.A. Memo. Dkt. 103676. P-H 
941,329 (1941), with Woodward Iron Co. v. United States, 59 F. Supp. 54 (N. D. Ala. 
1945) ; or Gulf Shipbuilding Corp., 4 TCM 724 (1945) with Lucia Chase Ewing, 5 TCM 
908 (1946). 

92 Southern Real Estate & Financial Co., B.T.A. Memo. Dkt. 103700. P-H {41,571 
(1941). 

93“Tt is true that where advances are made to a corporation by stockholders in pro- 
portion to their stock ownership in it, the transaction should be closely scrutinized. .. . 
The mere fact that the advancements were made by stockholders is not conclusive that 
they were contributions to capital.” Portuguese-American Tin Co., 2 TCM 270 (1943). 
The emerging doctrine of “thin incorporation” or corporations with an “obviously exces- 
sive debt structure” serves to cast some doubt on the present validity of the foregoing 
statement where the “borrowing” corporation has but a single stockholder or where the 
“advances” are in proportion to the “lenders’” stockholdings. This new doctrine stems 
from a dictum let fall in John Kelley Co. v. Comm’r, 326 U.S. 521, 526 (1946) and 
picked up by the Tax Court upon which to ground its decision in Swoby Corp., 9 T.C. 887 
(1947) Acq. See Semmel, Tax Consequences of Inadequate Capitalization, 48 Cou. L. 
Rev. 202 (1948); Schlesinger, “Thin” Incorporations: Income Tax Advantages and 
Pitfalls, 61 Harv. L. Rev. 50 (1947); Ayres, Risk of Equity Masquerading as Funded 
Debt in Closely Held Corporations, in ProceepIncs or NEw York UNIvERsITy SEVENTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION (1949). 

Note that in Swoby Corp., supra, the Tax Court held as a matter of law that a stock 
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vances on open account have generally been held to create debt, not con- 
tributions to capital.** 

The courts have been slow even where all the corporate stock was wholly 
owned by a single stockholder, to assume that advances were intended to 
be contributions to capital.*° Intention on the lender's part seems to be 
controlling, and an expectation of ultimate repayment out of the success 
of the corporate venture, although based on a sheer ‘‘overabundance of 
confidence in that ultimate success,’’ will not serve to deny such sole stock- 
holder the status of a lender.*® 


ALLOWANCE OF Loss TO A CORPORATE PARENT UPON A SECTION 
112(b)6) LiguipATION FOR THE ADJUSTED Cost Basis OF 
Its STOCK IN THE LIQUIDATED SUBSIDIARY 


Where the Subsidiary is Solvent. Where the subsidiary at the time of 
liquidation is solvent, at least to the extent of being able to pay all out- 
standing debts and charges, disregarding its liabilities for capital stock, 
the sums received by the parent by reason of its status as a stockholder 


to bond ratio of 1 to 1250 was so obviously excessive as to result in the bonds being 
treated as stock for tax purposes. A United States Court of Appeals judge has indicated 
that a similar ruling should be made where the ratio is 1 to 50. The writers understand 
that a 1 to 9 ratio is currently being questioned by auditing agents. Compare with this 
the holding in Glenmore Distilleries Co., 47 B.T.A. 213 (1942) Acq. to the effect that a 
corporate parent is entitled to a loss on a “loan” of $131,487.72 to a wholly-owned sub- 
sidiary to which the parent had subscribed just $1,000 in capital stock. In Fairbanks, 
Morse & Co. v. Harrison, 63 F. Supp. 495 (N. D. Ill. 1945) the parent had acquired all 
the outstanding stock of a corporate subsidiary for $7,110, yet sums in excess of 
$1,000,000 advanced on open account retained their nature as loans, a net loss of $128,466.63 
being allowed for tax purposes. And finally, in A. H. Rude & Co., Ltd., B.T.A. Memo. 
Dkt. 103676. P-H {41,329 (1941), a corporate parent at all times owned all the capital 
stock of a subsidiary, 10 shares of $10 par value issued at par. Sums advanced by the 
parent totaling $19,800 and unpaid on the dissolution of such subsidiary under section 
112(b) (6) were held deductible as bad debts. 

®4 Fairbanks, Morse & Co. v. Harrison, 63 F. Supp. 495 (N. D. Ill. 1945) ; Glenmore 
Distilleries Co., 47 B.T.A. 213, 223 (1942) Acq.; B. F. Sturtevant Co., 47 B.T.A. 464 
(1942) Acq.; J. H. Hillman & Sons Co., 2 TCM 91 (1943); American Zinc, Lead and 
Smelting Co., 2 TCM 160 (1943) ; J. E. Boyd & Co., Inc., T.C. Memo. Dkt. 106554. P-H 
942,233 (1942). Cf., however, emphasis in Bunker Hill & Sullivan Mining & Concen- 
trating Co. quoted in note 90 supra on fact advances were not in proportion to lender's 
stock ownership in the borrower. 

5 Edward Katzinger Co., 44 B.T.A. 533 (1941), aff'd, Edward Katzinger Co. v. 
Comm’r, 129 F.2d 74 (C.C.A.7th 1942); Robert H. Montgomery, 37 B.T.A. 232, 243 
(1938) Acq.; J. D. Loizeaux Lumber Co., 6 TCM 738 (1947) ; Ohio Oil Co., T.C. Memo. 
Dkt. 100090. P-H {42,024 (1942) ; Glenmore Distilleries Co., 47 B.T.A. 213 (1942) Acq. 
Note the limitation on these cases which may flow from Swoby Corp., 9 T.C. 887 (1947) 
Acq. discussed in note 93 supra. Cf., however, Toledo Blade Co., 11 T.C. No. 128 (1948). 

®6 Lucia Chase Ewing, 5 TCM 908 (1946). See also O'Neill v. Comm’r, 170 F.2d 596 
(C.C.A.2d 1948). ; 
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do not give rise to gain” or loss.** Where, however, nothing at all is 
received by the stockholders as such, whether due to the subsidiary’s 
partial insolvency, or, where all debts are paid in full but nothing is left 
over for distribution to the shareholders as such, then a more difficult 
problem is encountered. 

Where the Subsidiary is Insolvent. Where the subsidiary at the time of 
its liquidation is so insolvent that nothing is available for distribution to 
the parent stockholder as such, it has been held that no loss may be claimed 
for the adjusted cost basis of the parent’s stock in the subsidiary.” 

A decision of the Tax Court *” in 1945, however, in which the Com- 
missioner has acquiesced,’™ allowed a corporate parent a long-term capital 
loss in the amount of the adjusted cost basis of its stock in an insolvent 
subsidiary being liquidated under section 112(b)(6). Other cases *” 
have allowed a corporate parent a deduction under section 23(f) of the 
Code for the worthlessness of stock in an insolvent subsidiary liquidated 
under section 112(b)(6). Section 23(f) losses, of course, are limited 
by the capital gains provisions of the Code.* Other cases ** content 


97 Edward Katzinger Co., T.C. Memo. Dkts. 103053, 103151. P-H {42,283 at 688 
(1942); Central States Collieries, B.T.A. Memo. Dkt. 102711. P-H {41,417 at 910 
(1941) ; O’Donnell Oil & Securities Co., B.T.A. Memo. Dkt. 96228. F-H {40,534 
(1940); Tri-Lakes S. S. Co. v. Comm’r, 146 F.2d 970, 973-974 (C.C.A.6th 1945), 
reversing Tri-Lakes Steamship Co., 2 TCM 1150 (1943) ; Local Loan Co., T.C. Memo. 
Dkt. 100665. P-H 42,265 (1942). 

8 Burnside Veneer Co., 8 T.C. 442, 443, 449 (1947), aff'd, Burnside Veneer Co. v. 
Comm’r, 167 F.2d 214 (C.C.A.6th 1948) (nothing deductible for cost of stock) ; Wood- 
ward Iron Co. v. United States, 59 F. Supp. 54, 61 (N. D. Ala. 1945) (nothing deductible 
for cost of stock or for contributions to capital*of subsidiary); Service Co., 6 TCM 
304 (1947), aff'd, Service Co. v. Comm’r, 165 F.2d 75 (C.C.A.8th 1948) (nothing deduct- 
ible for cost of stock). 

99 Petitioner conceded this point in American Zinc, Lead and Smelting Co., 2 TCM 160 
(1943), and the Court gave effect to the concession. 

100 Tron Fireman Manufacturing Co., 5 T.C. 452, 462 (1945). For the year involved, 
1940, net capital losses of corporations could be offset against ordinary income only 
to the extent of $2,000, section 117, Revenue Act of 1938. No effect appears to have 
been given to the limitation by the Tax Court in the foregoing case. In Stimson Mill Co., 
the capital loss of the parent realized on the worthlessness of its shares in a liquidating sub- 
sidiary was limited to $2,000. The Board of Tax Appeals (46 B.T.A. 141) held section 
112(b) (6) inapplicable by reason of the fact that money was not deemed to constitute 
property whereas the Ninth Circuit (137 F.2d 286) felt section 112(b) (6) was inap- 
plicable because the liquidation had extended over a period longer than that allowed by 
statute. The frequent changes made in the tax treatment of capital gains have undoubtedly 
added to the confusion which exists on this subject. 3 Mertens, LAw or FEDERAL 
IncoME TAXATION c. 22 (1942). Failure on the Court’s part adequately to analyze the 
problems presented has also been a factor contributing to the confusion. 

101 1945 Cum. Butt. 4. 

102 Glenmore Distilleries Co., 47 B.T.A. 213, 226 (1942) Acq. (year 1937) ; Fairbanks, 
Morse & Co. v. Harrison, 63 F. Supp. 495, 497, 502 (N. D. Ill. 1945) (year 1936). 
Sce also H. G. Hill Stores, Inc., 44 B.T.A. 1182, 1183 (1941) Acq. (year 1937). 

103 Reg. 111, Sec. 29.23(f)-1; I.R.C. §23(g). 
1047Tn Edward Katzinger Co., 44 B.T.A. 533, 536, 538 (1941), aff'd, 129 F.2d 74 














1949] TAX-FREE LIQUIDATIONS 327 


themselves with holding that a loss is allowable without clearly indicating 
whether such loss is to be treated as an ordinary one or as limited by 
sections 23(g) and 117. 

The rationale in all the cases allowing any type of loss is that section 
112(b)(6) provides for the non-recognition of loss only on property 
distributed in complete liquidation.** Where the subsidiary is insolvent, 
nothing is distributed to the parent in its status as stockholder, so that any 
consequent recognition of loss sustained by such parent upon stock in its 
subsidiary becoming worthless within the taxable year is not forbidden. 

A final line of authority exists holding a corporate parent to be entitled 
to a loss deduction, without limitation imposed by section 117, for its 
stock in a wholly-owned, insolvent subsidiary liquidated under section 
112(b) (6).*°° Neither sale nor exchange of the subsidiary’s shares having 
been effected by the parent, the limitations of section 117 were held in- 
applicable. 

Today, the correct rule would appear to be that, subject to the limita- 
tions imposed by section 23(g),*°’ a corporate parent is entitled to a loss 


(C.C.A.7th 1942), the parent corporation had paid $1,000 for all the capital stock of a 
corporate subsidiary eventually liquidated under section 112(b)(6). The parent was 
allowed a loss equal to the cost of its subsidiary’s stock plus a bad debt loss on unpaid 
loans owed to the parent, less sums received on account of such loans increased by the 
prior tax benefits enjoyed by the parent through operating losses of the subsidiary 
availed of by the parent through consolidated returns. The $1,000 cost to the parent of 
its subsidiary’s stock was apparently allowed in full by the Board as an ordinary loss, 
although the Seventh Circuit on review seems to have missed this fact. A close study 
of the precise figures is necessary to follow what actually transpired in this litigation. 
Of course, for the taxable year in question, 1936, a corporation’s net capital losses were 
deductible against ordinary income to the extent of $2,000. See also J. E. Boyd & Co., 
Inc., T.C. Memo. Dkt. 106554. P-H 942,233 (1942) (loss on stock allowed in full for 
year 1937); A. H. Rude & Co., Ltd. B.T.A. Memo. Dkt. 103676. P-H {41,329 (1941) 
($100 loss on stock allowed in full for year 1936). On capital losses generally, sec 
Hendricks, Capital Gains and Losses, 49 Harv. L. Rev. 262 (1935). 

105 J, E. Boyd & Co., Inc., T.C. Memo. Dkt. 106554. P-H 42,233 (1942); H. G. Hill 
Stores, Inc., 44 B.T.A. 1182, 1183 (1941) Acq.; Iron Fireman Manufacturing Co., 5 T.C. 
452 (1945) Acq. 

106 “Petitioner’s loss through the worthlessness of the stock of Marathon [the liquidat- 
ing subsidiary] is deductible in full and is not subject to the limitations imposed by 
Section 117 (d) of the Revenue Act of 1934. There was no sale or exchange of the 
stock.” Ohio Oil Co., T.C. Memo. Dkt. 100090. P-H 42,024 at 50 (1942). 

107 T.R.C. §23(g) : 

“Capita LossEs.— 

“(1) Limitation. Losses from sales or exchanges of capital assets shall be allowed 
only to the extent provided in Section 117 

“(2) Securities Becominc WortH ess. If any securities (as defined in paragraph 
(3) of this subsection) become worthless during the taxable year and are capital assets, 
the loss resulting therefrom shall, for the purposes of this chapter, be considered as a 
loss from the sale or exchange, on the last day of such taxable year, of capital assets. 

“(3) Derrtnition or Securities. As used in this paragraph (2) of this subsection the 
term ‘securities’ means (A) shares of stock in a corporation, and (B)_ rights to subscribe 
for or to receive such shares. 

“(4) Stock in AFFILIATED CorporaTION. For the purposes of paragraph (2) stock 
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deduction in the amount of the adjusted cost basis of its shares in an 
insolvent corporate subsidiary liquidated under section 112(b)(6) where 
nothing is distributed to the parent stockholder as such. This adjusted 
cost basis, of course, would reflect any tax benefits derived in prior years 
by the parent through filing consolidated returns with the liquidating 
subsidiary.** The present limitations upon the recognition of worthless 
stock losses contained in section 23(g) are such that unless the parent 
‘» a dealer in the stock of its subsidiary or unless the parent and subsidiary 
are affiliated,’ the parent’s losses on its stock investment in the sub- 
sidiary will be limited to capital losses. In addition, it will of course be 
open to the Commissioner to urge that the subsidiary’s stock in point of 
fact had become worthless in a year prior to that in which the liquidation 
occurred.*”” 





CoMPLETE LIQUIDATION 


The final statutory requirement imposed on section 112(b) (6) liquida- 
tions is that the distribution to be tax-free must be made in complete liqui- 
dation of a corporation. A distribution is deemed to have been made in 
complete liquidation only if no distribution under the liquidaton was made 
before the first day of the taxable year of the subsidiary corporation 
beginning after December 31, 1935,*** and the requisite stock ownership 
hy the parent has at all times been maintained.*” 

In addition, a distribution is not deemed to have been made in complete 
liquidation unless such distribution is made in complete cancellation or 
redemption of all of the subsidiary’s stock.*** Unless the transfer of all 


in a corporation affiliated with the taxpayer shall not be deemed a capital asset. For 
the purposes of this paragraph a corporation shall be deemed to be affiliated with the 
taxpayer only if: 

“(A) at least 95 per centum of each class of its stock is owned directly by the 
taxpayer; and 

“(B) more than 90 per centum of the aggregate of its gross incomes for all taxable 
years has been from sources other than royalties, rents (except rents derived from . 
rental of properties to employees of the company in the ordinary course of its operating 
business), dividends, interest (except interest received on deferred purchase price of 
operating assets sold), annuities, or gains from sales or exchanges of stocks and securi- 
ties; and 

“(C) the taxpayer is a domestic corporation.” 
See also Ohl, Problems Incident to Creation of a Corporate Subsidiary, in PROCEEDINGS OF 
New York UNIversity SEVENTH ANNUAL INSTITUTE OF FEDERAL TAXATION (1949). 

108 Ohio Oil Co., T.C. Memo. Dkt. 100090. P-H {42,024 (1942). 

109 The definition of “affiliated” is contained in section 23(g)(4) quoted in note 107 


supra. 

110[Tron Fireman Manufacturing Co., 5 T.C. 452 (1945) Acq.; Ohio Oil Co., T.C. 
Memo. Dkt. 100090. P-H 42,024 (1942); and Fairbanks, Morse & Co. v. Harrison, 
63 F. Supp. 495 (N. D. Ill. 1945), all decided this issue in the taxpayer’s favor. 

111 ]7.R.C. §112(b) (6) (B). 

1127. R.C. §112(b) (6) (A). 

1337.R.C. §112(b) (6)(C), (D). 
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the liquidating corporation’s property occurs within the taxable year," 


such transfer must occur in accordance with a plan of liquidation under 
which the transfer of all the subsidiary’s property is to be completed within 
three years from the close of the taxable year during which is made the 
first of the series of transfers.**® If, in fact, such transfer is not completed 
within the statutory period, or if the requisite stock ownership of the 
parent does not continue through the completion of the transfer, then none 
of the distributions under the plan may be considered as distributions in 
complete liquidation.**® 

The mere fact that a distribution may not under state law constitute 
a distribution in complete liquidation, does not mean that such distribu- 
tion may not be so considered for the purposes of section 112(b)(6).*” 
Nor is a given transfer to be deemed other than a distribution in complete 
liquidation or redemption of all the subsidiary’s stock merely because 
property of the subsidiary not attributable to shares owned by the parent 
is transferred under the plan to such parent, nor simply because property 
is transferred under the plan in complete liquidation or redemption of 
shares belonging to minority stockholders.*** 

A “complete liquidation” within the meaning of section 112(b) (6) is 
neither a merger *** nor a consolidation, nor any other type of reorgani- 
zation.**° Indeed, a liquidation has been held to be the very antithesis of 
a reorganization,*** one fatal defect being lack of all continuity of in- 
terest.**? A section 112(b) (6) liquidation may, however, be a step in an 
over-all reorganization as that term is used in section 112(g).*** 

It should be noted that where the transfer of the liquidating subsidiary’s 
property occurs within the taxable year, formal dissolution of the cor- 
poration and surrender and cancellation of its shares may take place in a 
subsequent year without affecting the availability of section 112(b) (6) 


14 T.R.C. §112(b) (6) (C). 

115 T.R.C. §112(b) (6) (D). 

116 Jd. 

117 Reg. 111, Sec. 29.112(B) (6)-1(b). 

118 Jd. 

119 Pacific Gas & Electric Co., 7 T.C. 1142, 1147 (1946) Aca. 

120 Wilmington Trust Co. v. Latchum, 44 F. Supp. 411, 413 (D. Del. 1942). See also 
France Co., 29 B.T.A. 661, 664 (1934), aff'd, France Co. v. Comm’r, 88 F.2d 917 
(C.C.A.6th 1937), cert. denied, 302 U.S. 699 (1937). 

121 Mascot Stove Co. v. Comm’r, 120 F.2d 153, 156 (C.C.A.6th 1941), cert. denied, 
315 U.S. 802 (1942); Glenn v. Courier-Journal Job Printing Co., 127 F.2d 820, 824 
(C.C.A.6th 1942). 

122 Courier-Journal Job Printing Co. v. Glenn, 37 F. Supp. 55, 60 (W. D. Ky. 1941), 
aff'd, Glenn vy. Courier-Journal Job Printing Co., 127 F.2d 820, 824 (C.C.A.6th 1942) ; 
Wilmington Trust Co. v. Latchum, 44 F. Supp. 411, 412-413 (D. Del. 1942). 

123 Reg. 111, Sec. 29.112(b) (6)-1(b). 











330 TAX LAW REVIEW [ Vol. 4: 


(C).*** “Liquidation may be complete although there is no formal dis- 
solution until later and a stockholder continues to hold stock.’ *** 





Non-STATUTORY REQUIREMENTS 


Although a section 112(b) (6) liquidation is not a reorganization, the 
question of business purpose does, upon occasion, obtrude.*** For ex- 
ample, where a corporate parent is attempting to avoid the application of 
section 112(b)(6) through sale of some of its shares in the liquidating 
subsidiary, the bona fides of the sale is subject to close scrutiny.*** The 
existence of a business motive on the part of the purchaser may be helpful 
in establishing the reality of the sale.*** So also where a liquidating sub- 
sidiary’s assets are sold to a parent or another subsidiary owned by the 
parent, an adequate business motive for such sale over and above all tax 
considerations will serve to buttress the bona fides of the sale and the 
adequacy of the price.**® 

Similarly, significance has, on occasion, been given to the motive for the 
original creation of the liquidating subsidiary. The need for sales and 
acceptance subsidiaries,*° for an engineering and development sub- 


124 Gulf Shipbuilding Corp., 4 TCM 724 (1945). 

125 [bid. at 728. Cf., however, Western Cartridge Co., B.T.A. Memo. Dkt. 105187. 
P-H {41,404 at 878 (1941). 

126 Where the only purpose of creating a parent corporation was tax avoidance, the 
courts have on occasion disregarded such corporation entirely. Estate of Emile Pfizer, 
2 TCM 916 (1943) ; William C. Hay, 2 T.C. 460 (1943), aff'd, Hay v. Comm’r, 145 F.2d 
1001 (C.C.A.4th 1944), cert. denied, 324 U.S. 863 (1945). See also Higgins v. Smith, 
308 U.S. 473 (1940) ; Gregory v. Helvering, 293 U.S. 465 (1935). Where tax avoidance 
was a prime motive in creation of the subsidiary, see Raritan Co. of Delaware, Inc., 
47 B.T.A. 857 (1942), aff'd, 136 F.2d 364 (C.C.A.3d 1943), cert. denied, 320 U.S. 753 
(1943). 

127 Rhode Island Hospital Trust Co., 7 T.C. 211 (1946) Acq.; Comm’r v. Day & Zim- 
mermann, 151 F.2d 517 (C.C.A.3d 1945). 

128 Although the parent’s admitted purpose in selling some of the subsidiary’s shares 
was to avoid the application of section 112(b)(6) to the projected liquidation of the 
subsidiary, effect has been given to the sale where the purchaser put up his own money 
(Rhode Island Hospital Trust Co., supra) even where the purchaser was a corporate 
officer of the parent (Comm’r v. Day & Zimmerman, supra). 

129 “Respondent also contends that the sale of assets from one wholly-owned subsidiary 
(Marathon) to another wholly-owned subsidiary (Mid-Kansas) was made by petitioner 
for tax avoidance purposes and should be disregarded. This contention is without founda- 
tion. The mere fact that both vendor and vendee are wholly-owned subsidiaries of peti- 
tioner is not such an exceptional circumstance by itself as to render the sale ineffec- 
tive. . . . The record indicates that Marathon and Mid-Kansas were operated for busi- 
ness purposes and also that the sale of assets from the one to the other was made for 
business purposes.” Ohio Oil Co., T.C. Memo. Dkt. 100090. P-H {142,024 at 49 (1942). 

180 Tron Fireman Manufacturing Co., 5 T.C. 452 (1945) Acq.; Fairbanks, Morse & 
Co. v. Harrison, 63 F. Supp. 495 (N. D. Ill. 1945) ; Advance Aluminum Castings Corp. v. 
Harrison, 45-1 USTC 99303 (N. D. Ill. 1945), aff'd, 158 F.2d 922 (C.C.A.7th 1946) ; 
Glenmore Distilleries Co., 47 B.T.A. 213 (1942). 
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sidiary,’* a manufacturing subsidiary,’** for a local corporation to hold 
title to realty,’** or otherwise to do business within the state,*** the need 
of a separate corporation to hold title to any assets which, if acquired 
directly by the parent itself, would become subject to a blanket mortgage,’*° 
or the desire to effect an orderly liquidation through a salvage corpora- 
tion,*** all appear to constitute appropriate business motives. 

An adequate business motive to justify a liquidation has been found in 
the inability of a subsidiary to secure a certificate of necessity from the 
Secretary of the Navy for the amortization of emergency war facilities,**” 
to effect economies in operation,** when the principal assets of the sub- 
sidiary were destroyed by fire,**® where the original purpose for which 
the subsidiary was organized had been accomplished or is, due to changed 
circumstances, no loager applicable,*° where the ultimate business failure 
of the subsidiary has been adequately demonstrated,*** or merely to sim- 
plify corporate structure.** 


131 Lane-Wells Co., 43 B.T.A. 463 (1941), reconsidered, 45 B.T.A. 175 (1941), Com- 
misstoner’s aj deal dismissed, Comm’r v. Lane-Wells Co., 128 F.2d 739 (C.C.A.9th 1942), 
rev'd on statute of limitaticn issue on appeal by taxpayer, Lane-Wells Co. v. Comm’r, 
134 F.2d 977 (C.C.A.9th 1943), rev'd on authority of Dobson case, Comm’r v. Lane- 
Wells Co., 321 U.S. 219 (1944). 

18 Ken-Rad Tube & Lamp Corp., 10 T.C. 1217 (1948); Metal Office Furniture Co., 
T.C. Memo. Dkt. 100184. P-H {42,337 at 815 (1942). 

133 Wilmington Trust Co. v. Latchum, 44 F. Supp. 411 (D. Del. 1942). 

184 American Zinc, Lead and Smelting Co., 2 TCM 160, 161 (1943). 

135 “Pewaibic and Industrial were incorporated by plaintiff for the reason that all of 
plaintiff’s properties were covered by a blanket mortgage and in order that properties 
acquired by these companies could be held in the’name of these companies without being 
subjected to the blanket mortgage. The dissolution of Pewaibic and Industrial were 
effected by plaintiff because under the reorganization proceeding the old blanket mortgage 
had been supplanted by a new mortgage and therefore the reasons which impelled the 
incorporation of these companies no longer required that their corporate existence be 
continued.” Woodward Iron Co. v. United States, 59 F. Supp. 54, 61 (N. D. Ala. 1945). 

186 Rhode Island Hospital Trust Co., 7 T.C. 211, 212 (1946) Acq. Cf. also Stimson 
Mill Co., 46 B.T.A. 141 (1942) Nonacq., aff’d on other grounds, 137 F.2d 286 (C.C.A.9th 
1943). 

187 Gulf Shipbuilding Corp., 4 TCM 724 (1945). 

138 “The petitioner was dissolved and its assets transferred to its parent corporation to 
eliminate confusion and unnecessary accounting and to attain greater accuracy in cost 
figures.” Ken-Rad Tube & Lamp Corp., 10 T.C. 1217, 1220 (1948) ; accord, Oregon Land 
& Livestock Co., 2 TCM 1085 (1943); Metal Office Furniture Co., T.C. Memo. Dkt. 
100184. P-H 942,337 (1942). 

139 Burnside Veneer Co., 8 T.C. 442, 443 (1947), aff'd, Burnside Veneer Co. v. Comm’r, 
167 F.2d 214 (C.C.A.6th 1948); Tri-Lakes Steamship Co., 2 TCM 1150 (1943), rev’d 
on other grounds, Tri-Lakes S. S. Co. v. Comm’r, 146 F.2d 970 (C.C.A.6th 1945). 

140 Woodward Iron Co. v. United States, note 134 supra; Wilmington Trust Co. v. 
Latchum, 44 F. Supp. 411 (D. Del. 1942). 

141 H. G. Hill Stores, Inc., 44 B.T.A. 1182 (1941) ; B. F. Sturtevant Co., 47 B.T.A. 464, 
465 (1942); Ohio Oil Co., T.C. Memo. Dkt. 100090. P-H {42,024 at 49 (1942); J. E. 
Boyd & Co., Inc., T.C. Memo. Dkt. 106554. P-H [42,233 (1942). 

142 Houston Natural Gas Corp., 9 T.C. 570, 572 (1947) Acq., appeal (T) C.C.A.5th 
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In addition, it may be necessary to establish that an adequate business 
motive existed for distributions in partial liquidation occurring prior to 
the adoption of a plan of complete liquidation if such latter plan is to 
qualify under section 112(b) (6).*** 


WHEN A Disso_uTIon 1s Not A LIQUIDATION 


The ultimate absurdity in attempting to apply one rule to all subsections 
of section 112(b) is nowhere better illustrated than in the Second Circuit’s 
much criticized opinion in the Fairfield Steamship case.‘** There it was 
held that unless the parent continues the business of the subsidiary after 
the latter’s liquidation, the non-recognition features of section 112(b) (6) 
are not available.*** “Dissolution” rather than “complete liquidation” of 
the subsidiary was held to have occurred.*** 

This distinction without a difference has not commended itself either 
to the courts **’ or to the commentators.’** The Tax Court first re- 
solved **° to follow its own decision in the Fairfield case,’°® which 


1948; Hughes Tool Co., 2 TCM 1177, 1179 (1943), rev'd on other grounds, accord on this 
point, Hughes Tool Co. v. Comm’r, 147 F.2d 967, 969 (C.C.A. 5th 1945) ; Edward Katz- 
inger Co., T.C. Memo. Dkts. 103053, 103151. P-H {42,283 at 687 (1942). 

143 Oregon Land & Livestock Co., 2 TCM 1085 (1943) ; Rhode Island Hospital Trust 
Co., 7 T.C. 211, 219 (1946). But cf. Comm’r v. Stimson Mill Co., 137 F.2d 286, 287 
(C.C.A.9th 1943). 

144 Fairfield S. S. Corp. v. Comm’r, 157 F.2d 321 (C.C.A.2d 1946), cert. denied, 329 
U.S. 774 (1946). 

145 “As we have just said, the underlying purpose [of §112(b)(6)] was to permit the 
union in one corporate form of a single business or venture which had theretofore been 


managed by two corporations . . . it presupposed that the persons actually interested—the 
single set of stockholders—meant to go on with the venture, and had not already decided 
that it should be wound up. . . it does mean that the privilege assumes that the business 


shall continue and that the liquidation shall not be merely a step in winding it up.” Fair- 
field S. S. Corp. v. Comm’r, 157 F.2d 321, 323 (C.C.A.2d 1946). Compare cases cited 
in note 138 supra, where in each instance the assets of the liquidating subsidiary had 
been destroyed by fire prior to liquidation so that the parent was unable “to go on with 
the venture” yet section 112(b)(6) was held applicable. See also International Invest- 
ment Corp., 11 T.C. No. 82 (1948). 

146 “All complete liquidations effect a dissolution of the corporation, although all disso- 
lutions are not liquidations within the meaning of §112(b).” Fairfield S. S. Corp. v. 
Comm’r, 157 F.2d 321, 323 (C.C.A.2d 1946). This “clarification” was issued by the Court 
in an addendum to its original opinion due to its self-expressed fear that its original 
opinion “was elliptical and may cause confusion.” The Court’s fear has proved fully 
justified but the addendum has not noticeably helped matters. 

147 Rose Kaufmann, 11 T.C. 483 (1948), appeal (C) C.C.A. 3d; International Invest- 
ment Corp., 11 T.C. No. 82 (1948). 

148 HOLZMAN, CorPORATE REORGANIZATIONS c. 5 (1948); Tax Notes, 32 A.B.A.J. 516 
(1946) ; 1 RABKIN AND JoHNSON, FepERAL INcCoME, Girt AND Estate TAXATION 1312 
(1944); Note, Double Taxation upon Sale of Corporate Assets, 56 Yate L. J. 379, 
382 (1947) ; Kurz, A Critique of the Fairfield Steamship Case, 25 Taxes 612-614 (1947). 
149 Rose Kaufmann, note 147 supra. See also Wichita Terminal Elevator Co., 6 T.C. 
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had rested upon Court Holding Company.** This decision has been fol- 
lowed by a second case *** in which the Tax Court unanimously, except for 
Judge Murdock, held that the parent is not required to continue the busi- 
ness of the liquidated subsidiary as a condition of qualifying under sec- 
tion 112(b) (6). Whether the parent as well as the subsidiary may wind 
up business, in the opinion of the Tax Court, yet remains undecided. 


How THE APPLICATION OF SEcTION 112(b)(6) May Bre Avorpep By 
THE CORPORATE PARENT 


A wide variety of methods are available to a corporate parent desirous 
of liquidating a subsidiary without being subject to the limitations im- 
posed by section 112(b) (6). In the first place, the actual transfer of all 
the subsidiary’s assets can be stretched out beyond three years from the 
close of the taxable year during which is made the first of the series of 
distributions under the plan of liquidation.*** Or it is possibly sufficient 
that the subsidiary, after transfer of all of its assets, may simply fail to 
dissolve, leaving its stock outstanding in its corporate treasury.’ If 
either parent or subsidiary is a foreign corporation, application need not 
be made for the consent of the Commissioner under section 112(i).**° 
There is some danger in the latter method, due to the possibility that the 


1158 (1946), aff'd, 162 F.2d 513 (C.C.A.10th 1947). The Circuit Court in the Fairfield 
case had specifically held the Tax Court’s application of Court Holding to be erroneous. 

150 Fairfield Steamship Corp., 5 T.C. 566 (1945). 

151 Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

152 International Investment Corp., 11 T.C. No. 82 (1948). Cf. also Ken-Rad Tube & 
Lamp Corp., 10 T.C. 1217 (1948), where the sale for cash of the subsidiary’s assets after 
transfer of those assets to the corporate parent in a section 112(b) (6) liquidation was 
held unobjectionable. About two years, however, had elapsed between the subsidiary’s 
liquidation and the sale of its assets. The Circuit Court in the Fairficld case had recog- 
nized that sale of the subsidiary’s former assets by the parent in the due course of busi- 
ness was unobjectionable. 157 F.2d 321, 323. 

158]. R.C. §112(b) (6) (D). See also Comm’r vy. Stimson Mill Co., 137 F.2d 286, 287 
(C.C.A.9th 1943). 

154 Although dissolution need not occur in the same period within which the .trans- 
fers of the subsidiary’s property must be completed [in Gulf Shipbuilding Corp., 4 TCM 
724 (1945), a lapse of 15 months between completion of the transfers and dissolution 
of the subsidiary was held not to affect the application of section 112(b)(6)(C)], it 
would seem that dissolution must eventually take place, probably within a “reasonable 
time.” Cf. B. F. Sturtevant Co., 47 B.T.A. 464, 467 (1942); Western Cartridge Co., 
B.T.A. Memo. Dkt. 105187. P-H {41,404 at 877-878 (1941), aff'd sub nom. Comm’r v. 
Winchester Repeating Arms Co., 134 F.2d 6 (C.C.A.7th 1943); Montana Flour Mills 
Co., T.C. Memo. Dkt. 104799. P-H 42,080 at 180 (1942), appeal (C) dismissed 
C.C.A.9th 1942. Cf. also Northern Coal & Dock Co., 12 T.C. No. 9 (1949). 

155 Texas-Canadian Oil Corp., Ltd., 44 B.T.A. 913 (1941), appeal (T) dismissed 
C.C.A.5th 1942, P-H 63,067. Cf., however, Hay v. Comm’r, 145 F.2d 1001, 1005 
(C.C.A.4th 1944), cert. denied, 324 U.S. 863 (1945), rehearing denied, 324 U.S. 891 
(1945), and Estate of Emile Pfizer, 2 TCM 916 (1943), where the parent corporations 
were completely ignored for federal income tax purposes. 
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Commissioner, at his sole election, may waive the requirements of section 
112(i), although judicial authority exists holding this provision to be 
absolutely mandatory.*** 

Prior to the adoption of the plan of liquidation, the parent may sell 
some of its voting shares in the subsidiary liquidated in order to reduce 
its ownership below the 80% requirement.*** Or, after the plan’s adoption 
but prior to completion of distribution, the parent may sell additional 
shares of any class of its subsidiary’s voting stock owned by it prior to 
such final dissolution.*** In either event, the requirements of section 112 
(b) (6) will not be met and the non-recognition features of the Code will 
be inapplicable.**® Where the parent’s holdings of the subsidiary’s stock 
are increased percentage-wise before or after the adoption of a plan of 
complete liquidation, then section 112(b) (6) may still be applicable.*®° 

Loss is not recognized although the plan is not formalized as envisioned 
in the regulations." Whether the taxpayer may at its election ignore 
these record-keeping requirements of the regulations and still claim the 
benefits of section 112(b)(6) over the Commissioner’s opposition, re- 
mains an open question. What is sauce for the Government goose often 
proves to be quite something else again for the taxpaying gander. 
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Basis PROBLEMS UNDER SEcTION 113(a) (15) 


The Revenue Act of 1935, although adopting a forerunner of the 
present section 112(b)(6) of the Code, made no change in the existing 
law concerning basis. The rule then was that the tax basis of the liquidat- 
ing subsidiary’s assets in the hands of the surviving parent was the ad- 
justed cost to the parent of the subsidiary’s stock surrendered for those 
assets, decreased in the amount of any money received by the taxpayer.*®” 

On June 23, 1936, the Revenue Act of 1936 was passed and made 
retroactive to January 1, 1936. This Act contained a drastically revised 
basis provision applicable to assets received by a corporate parent pursuant 


156 Texas-Canadian Oil Corp., Ltd., supra. 

157 Rhode Island Hospital Trust Co., 7 T.C. 211, 215 (1946) Acq. Where the parent 
is desirous of qualifying the liquidation under section 112(b) (6), contemporaneous writ- 
ten evidence clearly establishing such parent’s ownership of at least 80% of all the 
subsidiary’s non-voting stock not preferred as to dividends should be carefully main- 
tained. Cf. Metal Office Furniture Co., T.C. Memo. Dkt. 100184. P-H {42,337 (1942). 

158 Cf. Comm’r v. Day & Zimmermann, 151 F.2d 517, 518-519 (C.C.A.3d 1945). 

159 T.R.C. §112(b) (6) (A). 

160 Oregon Land & Livestock Co., 2 TCM 1085 (1943). 

161 Tnternational Investment Corp., 11 T.C. No. 82 (1948) ; Burnside Veneer Co. Inc. v. 
Comm’r, 167 F.2d 214 (C.C.A.6th 1948) ; Service Co. v. Comm’r, 165 F 2d 75 (C.C.A.8th 
1948). 

162 Revenue Act of 1934, Sec. 113(a) (6); Lehn & Fink Products Corp., 7 T.C. 287, 
313, 318 (1946), aff'd, Lehn & Fink Products Corp. v. Comm’r, 165 F.2d 207 (C.C.A.3d 
1948). . 
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to a tax-free liquidation of a subsidiary under section 112(b)(6). In 
section 113(a) (15) it was provided that the tax basis in the hands of the 
parent of assets received from a corporate subsidiary liquidating under 
section 112(b)(6) was to be the adjusted cost of the assets to the sub- 
sidiary instead of the cost of the stock surrendered by the parent. 

This retroactive change produced hardships in certain cases where 
corporate subsidiaries had been liquidated under section 110(a) of the 
Revenue Act of 1935.*° In 1938 it was provided that where a corpora- 
tion, in a year beginning after December 31, 1935, had been liquidated so 
that no gain or loss was recognized under section 112(b)(6), with all 
distributions taking place after December 31, 1935 but prior to June 23, 
1936, then the basis of the assets received by the parent would be equal 
to the adjusted cost of the subsidiary’s shares rather than the subsidiary’s 
adjusted cost basis, provided the parent, within 180 days after the enact- 
ment of the Revenue Act of 1938, elected to take advantage of this 
option.*** 

The basis provisions of section 113(a)(15), of course, do not apply 
to assets received by minority stockholders." As to them, the surrender 
and cancellation of their shares in return for a ratable portion of the 
subsidiary’s assets, after payment of all debts and charges, constitutes an 
exchange, gain or loss on which is governed by the provisions of section 
115(c). 

Where the parent corporation receives, in addition to its ratable share 
of the liquidating subsidiary’s assets, other property attributable to shares 
not owned by it, the basis provisions of section 113(a) (15) apply, even 
though the amounts received by the parent in excess of its ratable share 
are regarded as acquired in a tax-free reorganization under section 112 


(b)(3) or section 112(b) (4).2° 


IDENTITY BETWEEN PARENT AND SUBSIDIARY AFTER COMPLETE 
LIQUIDATION 


I‘or many tax purposes, a subsidiary liquidated under section 112(b) 
(6) is deemed to have continued its corporate existence just as though no 
liquidation had occurred. Perhaps the most important purpose for which 
the business is deemed to have continued is the calculation of the earnings 
and profits of the surviving parent. It is well established in this connec- 
tion that the Sansome rule*® is fully applicable to section 112(b) (6) 


168 Lehn & Fink Products Corp., 7 T.C. 287, 312 (1946). 

164 Revenue Act of 1938, Sec. 808; Reg. 111, Sec. 29.113(a) (15)-1. 

165 Reg. 111, Sec. 29.112(b) (6)-4. 

166 Reg. 111, Sec. 29.112(b) (6)-1(b) ; Reg. 111, Sec. 29.113(a) (15)-1. 

167 Comm’r v. Sansome, 60 F.2d 931 (C.C.A.2d 1932), cert. denied sub nom. 
Sansome v. Burnet, 287 U.S. 667 (1932); Comm’r v. Munter, 331° U.S. 210 (1947). 











336 TAX LAW REVIEW [ Vol. 4: 


liquidations. Thus, in determining whether subsequent distributions by 
the parent are to be treated as fully taxable dividends, the earnings and 
profits of the subsidiary are deemed to carry over to the parent without 
diminution.** 

The reverse of this has also been held, i.e, a subsidiary’s operating 
deficit is, on a section 112(b)(6) liquidation, to be carried over to the 
surviving parent and applied in reduction of such parent’s earnings and 
profits.’ On the application of the Commissioner, certiorari has been 
granted by the Supreme Court,’“° whose decision in this case should clarify 
the scope of the Sansome rule. 

Earnings and profits accumulated since February 28, 1913 by a sub- 
sidiary liquidated under section 112(b)(6) are deemed to have been 
“distributed” to a parent so as to entitle the dissolving subsidiary to a 
dividend-paid credit under section 27 of the Code*"* even though ad- 


168 Lenore S. Robinette, 3 TCM 398, 400 (1944), aff’d, Robinette v. Comm’r, 148 F.2d 
513, 514 (C.C.A.9th 1945) ; Herbert H. Salinger, T.C. Memo. Dkt. 13038. CCH Dec. 16, 
369 (M) (1948). 

169 Margaret R. Phipps, 8 T.C. 190 (1947), aff'd, Comm’r v. Phipps, 167 F.2d 117 
(C.C.A.10th 1948). 

170 Certiorari granted October 11, 1948. 

171 Helvering v. Credit Alliance Co., 316 U.S. 107 (1942); Comm’r v. Kay Manufac- 
turing Corp., 122 F.2d 443 (C.C.A.2d 1941), cert. denied, 316 U.S. 680 (1942); Lane- 
Wells Co., 43 B.T.A. 463, 477-478 (1941), reconsidered, 45 B.T.A. 175 (1941), petition 
(C) dismissed, Comm'r vy. Lane-Wells Co., 128 F.2d 739 (C.C.A.9th 1942), petition (T) 
rev'd on statute of limitation issue, Lane-Wells Co. v. Comm’r, 134 F.2d 977 (C.C.A.9th 
1943), rev'd, Comm’r v. Lane-Wells Co., 321 U.S. 219 (1944); Crown Zellerbach 
Corp., 43 B.T.A. 541 (1941), appeal (C)(T) dismissed C.C.A.9th 1942, P-H 62,853; 
California Brewing Ass’n, 43 B.T.A. 721 (1941), appeals dismissed per curiam on stipu- 
lation of counsel, Comm’r v. California Brewing Ass’n, 129 F.2d 321 (C.C.A.9th 1942) ; 
O'Donnell Oil & Securities Co., B.T.A. Memo. Dkt. 96228. P-H {40,534 (1940), 
appeal (C) dismissed on motion of counsel for petitioner, Comm’r, on authority of Credit 
Alliance Corp. v. O’Donnell Oil & Securities Co., 127 F.2d 860 (C.C.A.9th 1942) ; 
Pacific Southwest Discount Corp., T.C. Memo. Dkt. 101477. P-H {42,240 (1942); 
Pensacola Naval Stores Storage Co., T.C. Memo. Dkt. 103156. P-H {42,242 (1942) ; 
Central Theatres, Inc., T.C. Memo. Dkt. 104345. P-H 42,251 (1942) ; Local Loan Co., 
T.C. Memo. Dkt. 100665. P-H 942,265 (1942); Pressed Steel Car Co., T.C. Memo. Dkt. 
106756. P-H 42,293 (1942); Hanna Coal Co., T.C. Memo. Dkt. 106290. P-H {42,298 
(1942) ; Consolidated Laundries Corp., T.C. Memo. Dkt. 103791. P-H {42,387 (1942) ; 
Edward Katzinger Co., T.C. Memo. Dkts. 103053, 103151. P-H {42,283 (1942) ; Central 
States Collieries, B.T.A. Memo. Dkt. 102711. P-H {141,417 (1941), appeal (C) dismissed, 
Comm’'r v. Central States Collieries, C.C.A.8th 1941, 1942 P-H 61,066; Lencul Corp., 
B.T.A. Memo. Dkt. 102615. P-H 941,418 (1941), appeal (C) dismissed C.C.A.3d 1942, 
1942 P-H {61,066 (liquidating subsidiary held entitled to dividend paid credit or income 
tax return against surtax on undistributed profits (Sec. 14(c)2, Revenue Act of 1936) 
and also on its personal holding company surtax return for year 1936. Today the 
credit is available only for personal holding company tax purposes except in the case 
of a public utility’s dividend on preferred stock. Cf. §§15(a), 26(h) of the Code or the 
computation of §102 net income); General Aniline & Film Corp., 3 TCM 168 (1944) 
(cases denying the credit where tax-free reorganizations under §112(b) (3) and (4) took 
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mittedly “a distribution in liquidation of earnings which accrued subse- 
quent to February 28, 1913, does not constitute a dividend in the proper 
sense of the term.” *** The great majority of the cases turn on whether 
section 27(f) *"* of the Revenue Acts of 1936 or 1938 is limited by sec- 
tion 27(h) *** of the same Revenue Acts. The Supreme Court’s decision 
in Credit Alliance Corp.*”® firmly established that section 27(f) is not so 
limited. Although the undistributed profits surtax is no longer generally 
levied, the dividend-paid credit is still a matter of moment for personal 
holding companies. 

The parent, however, is not entitled to the 85% intercorporate divi- 
dend-received credit under section 26(b) of the Code upon the receipt of 
such distributions, this section of the Code being held to apply only to 
ordinary and not to liquidating dividends.*** The receipt of the dividends 
being altogether tax-free under section 112(b) (6), the arguments whether 
15% of such distribution should be taxable appear a bit unrealistic.’ 

Whether the “distribution” of the earnings and profits of a corporate 
subsidiary “distributed” to a parent in a section 112(b)(6) liquidation 
would have any effect upon such subsidiary’s tax liability under section 
102 of the Code appears never to have been passed upon by the courts.'** 

The availability to the parent of a dividend-paid credit under section 
27(a) (4) **° and its predecessor provisions in prior Revenue Acts **° has 


place distinguished) ; Western Cartridge Co., Transferee of Winchester Repeating Arms 
Co., B.T.A. Memo. Dkt. 105187. P-H 941,404 (1941), aff'd sub nom. Comm’r v. 
Winchester Repeating Arms Co:, 134 F.2d 6 (C.C.A.7th 1943). Cf. Woodward Invest- 
ment Co., 46 B.T.A. 648, 652 (1942) Acq. Contra: Centennial Oil Co. v. Thomas, 
39-2 USTC 99535 (N. D. Tex. 1939), aff'd, Centennial Oil Co. v. Thomas, 109 F.2d 359 
(C.C.A.5th 1940), cert. denied, 309 U.S. 690 (1940). 

172 Helvering v. Credit Alliance Co., 316 U.S. 107, 110 (1942). 

173 Now §27(g) of the Code, with unimportant changes. 

174 Now §27(i) of the Code, with unimportant changes. 

175 Note 172 supra. 

176“. | . Section 26(b) accords the dividends received credit only to dividends and it 
is not applicable to gains received in liquidation. . . . Furthermore, a credit under 26(b) 
is not to be applied to the amount received in distribution out of earnings and profits 
as in the dividend paid credit covered by Section 27.” Tri-Lakes Steamship Co., 2 TCM 
1150, 1151 (1943), rev'd on other grounds, Tri-Lakes S. S. Co. v. Comm’r, 146 F.2d 
970 (C.C.A.6th 1945) ; accord, Robert Gage Coal Co., 2 T.C. 488, 501-502 (1943) Acq. 

177 Cf, Robert Gage Coal Co., supra. 

178 Under the statute, however, it appears clear that a corporation's section 102 net 
income is reduced by the amount of the basic surtax credit provided in section 27(b). 
I.R.C, §102(d) (2) ; Reg. 111, Sec. 29.102-4, therefore, distributions of post-February 28, 
1913 earnings and profits by a subsidiary to a parent in a section 112(b) (6) liquidation 
should reduce such subsidiary’s section 102 net income. 

179 T. R.C. §27 (a) (4): 

“As used in this chapter with respect to any taxable year the term ‘dividends paid 


credit’ means the sum of: . . . (4) Amounts used or irrevocably set aside to pay or to 
retire indebtedness of any kind, if such amounts are reasonable with respect to the size 
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been the subject of much hotly-contested but somewhat inconclusive litiga- 
tion.** The statute, in brief, provides for a dividend-paid credit for 
amounts paid or irrevocably set aside to pay or retire indebtedness of “the 
corporation” outstanding at the close of business on December 31, 1937. 
Where the indebtedness was that of a subsidiary and was properly out- 
standing on the required date, the subsequent tax-free liquidation of such 
subsidiary into a parent corporation under section 112(b)(6) does not 
serve to make the subsidiary’s pre-existing debt that of the parent for the 
purposes of section 27(a)(4). “The corporation” is the borrowing sub- 
sidiary, not the parent which actually discharges the obligation.**” 

The 1936 Act *** provided for a similar credit for sums the distribution 


and terms of such indebtedness. As used in this paragraph the term ‘indebtedness’ means 
only an indebtedness of the corporation existing at the close of business on December 31, 
1937, and evidenced by a bond, note, debenture, certificate of indebtedness, mortgage, or 
deed of trust, issued by the corporation and in existence at the close of business on 
December 31, 1937, or by a bill of exchange accepted by the corporation prior to, and 
in existence at, the close of business on such date. Where the indebtedness is for a prin- 
cipal sum, with interest, no credit shall be allowed under this paragraph for amounts 
used or set aside to pay such interest. A renewal (however evidenced) of an indebtedness 
shall be considered an indebtedness.” 

The vital issue is whether “the corporation” as used above embraces a parent into which 
a subsidiary, originally liable for the debt, or subject to contract restraints against the 
declaration of dividends, has been liquidated tax-free under section 112(b) (6). 

180 Revenue Act of 1936, Sec. 26(c). 

181 Where a subsidiary liquidated under section 112(b) (6)(C) had signed the restric- 
tive agreement against the payment of dividends, the surviving parent has been held 
not entitled to the benefits of section 26(c), Revenue Act of 1936, by reason of the 
fact that the parent had not executed the contract. Hughes Tool Co., T.C. Memo. 
Dkts. 103670, 106359. P-H {43,540 (1943). This, decision was reversed by a divided 
court, Hughes Tool Co. v. Comm’r, 147 F.2d 967 (C.C.A.5th 1945). On recomputation 
under Rule 50, the Tax Court felt bound by the Circuit Court’s decision to allow a 
credit of $407,009.51 upon an unpaid indebtedness of $100,000 in 1936 and a credit of 
$2,392,443.56 against an obligation of $400,000 in 1937. Hughes Tool Co., 4 TCM 902 
(1945), aff'd by a divided court on appeal, Comm’r v. Hughes Tool Co., 160 F.2d 540 
(C.C.A.5th 1947), but solely because time for appeal from the original holding had ex- 
pired, and not because the current majority believed section 26(c) had been complied 
with. 

182 Cf. Rodney, Inc., 2 T.C. 1020, 1023 (1943), aff'd, Rodney, Inc. v. Comm’r, 145 
F.2d 692 (C.C.A.2d 1944) ; Pacific Gas & Electric Co., 7 T.C. 1142, 1147 (1946) ; Raritan 
Co. of Delaware, Inc., 47 B.T.A. 857, 858, 861 (1942), aff'd, Raritan Co. of Delaware, 
Inc. v. Comm’r, 136 F.2d 364 (C.C.A.3d 1943), cert. denied, 320 U.S. 753 (1943) (decided 
under §504(b) of the Code). See also Holdcroft Transportation Co. v. Comm’r, 153 F.2d 
323 (C.C.A.8th 1946). 

183 Sec. 26(c) (1), Revenue Act of 1936: 

“In the case of a corporation the following credits shall be allowed to the extent 
provided in the various sections imposing tax— ... an amount equal to the excess of 
the adjusted net income over the aggregate of the amounts which can be distributed 
within the taxable year as dividends without violating a provision of a written contract 
executed by the Corporation prior to May 1, 1936, which provision expressly deals with 
the payment of dividends. If a corporation would be entitled to a credit under this 
paragraph because of a contract provision and also to one or more credits because of 
other contract provisions, only the largest of such credits shall be allowed, and for 
such purpose if two or more credits are equal in amount only one shall be taken 
into account.” : 
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of which was prohibited under the terms of a contract restricting pay- 
ment of dividends and requiring earnings to be set aside to pay a debt. 
Where such a contract was executed by a subsidiary, later liquidated tax- 
free into a corporate parent, such parent has been held entitled to the 
benefits of the subsidiary’s contract restricting the payment of divi- 
dends.*** The soundness of this holding has been subjected to sharp 
question.**° 

Where installment sales contracts are concerned, the parent is deemed 
substituted for the liquidating subsidiary without break in continuity of 
ownership.**® Sale or other “disposition” of the sales contracts results 
in all gain or loss on the transactions being realized at the time of such 
distribution,**’ but section 44(d) specifically provides that the distribution 
of installment sales contracts by a subsidiary liquidating under section 
112(b)(6) to a surviving parent shall not result in the recognition of 
either gain or loss.*** 

The ultimate surviving parent of a group of merging subsidiaries is 
also a proper entity to elect to exercise the option granted by section 808 
of the Revenue Act of 1938 with respect to whether the basis of assets 
received from a subsidiary wholly liquidated tax-free between January 1 
and June 23, 1935, shall be the adjusted cost of the parent’s stock in the 
subsidiary or the adjusted cost of the assets to the transferring sub- 
sidiary.**° 

In general, a parent is entitled to the benefits of a certificate of necessity 
issued to a subsidiary where the assets of such subsidiary have been trans- 
ferred to the parent tax-free under any provision of section 112(b),?” 

184 Hughes Tool Co. v. Comm’r, 147 F.2d 967 (C.C.A.5th 1945). 

185 See note 180 supra. 

186 Advance Aluminum Castings Corp. v. Harrison, 45-1 USTC {9303 (N. D. Iil. 
1945), aff'd, Advance Aluminum Castings Corp. v. Harrison, 158 F.2d 922 (C.C.A.7th 
1946). 

187 T.R.C. §44(d) : 

“If an installment obligation is satisfied at other than its face value or distributed, 
transmitted, sold, or otherwise disposed of, gain or loss shall result to the extent of the 
difference between the basis of the obligation and... the fair market value of the 
obligation at the time of such distribution, transmission, or disposition.” 

188 .R.C. §44(d): 

“If an installment obligation is distributed by one corporation to another corporation 
in the course of a liquidation, and under Section 112(b) (6) no gain or loss with respect 
to the receipt of such obligation is recognized in the case of the recipient corporation, 
then no gain or loss with respect to the distribution of such obligation shall be recognized 
in the case of the distributing corporation.” 

The same rule applies to non-taxable exchanges under §112(b) (4) and (5). Reg. 111, 
Sec. 29.445. 

189 Lehn & Fink Products Corp., 7 T.C. 287, 317 (1946), aff'd per curiam, 165 F.2d 207 
(C.C.A.3d 1948), on authority of Dobson vy. Comm’r, 320 U.S. 489 (1943); Comm’r v. 
Scottish American Co., 323 U.S. 119 (1944). 

190 “Generally the [necessity] certificate issued to a transferor will be recognized in 
the hands of the transferee if the transfer was made in a nontaxable transaction under 
Section 112(b) of the Code.” Mim. 5957, 1945 Cum. Butt. 181, 187. 
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including, of course, section 112(b)(6).’°* Where the assets of such 
subsidiary have been sold by the parent prior to September 29, 1945, such 
parent may not, however, claim the benefits of the shortened period pro- 
vided in section 124(d)(1) for the amortization of emergency war 
facilities.*”* 

A parent is likewise not entitled to use the excess profits tax carry-over 
from a prior year of a subsidiary liquidated into the parent under section 
112(b)(6) in computing such parent’s own excess profits tax for years 
subsequent to the liquidation.*” 

The net operating loss deduction is confined by the express terms of the 
statute to losses realized by “the taxpayer.’ *°* The decided cases have 
uniformly adopted a narrow construction of the term “the taxpayer.” **° 
A successor corporation *** or a new corporation or legal entity resulting 
from a consolidation or merger **’ cannot, for the purposes of section 122, 
be deemed “the taxpayer.”’ Where the merging corporations each con- 
tinue their identity in the consolidated corporation, it would appear that 
the operating loss carry-over and carry-back should be available.*** 

Where a subsidiary is liquidated under section 112(b) (6), it would 
appear that net operating losses sustained prior to complete liquidation 
may be carried back against its own net income for prior years.**° The 


191 Ken-Rad Tube & Lamp Corp., 10 T.C. 1217 (1948). Cf. also Gulf Shipbuilding 
Corp., 4 TCM 724 (1945). 

192 Ken-Rad Tube & Lamp Corp., supra; Mim. 5957, 1945 Cum. Butt. 181, 184. 

193 Stanton Brewery, Inc., 11 T.C. 310 (1948). Note the exception in favor of rail- 
road corporations, Pub. L. No. 189, 80th Cong., Ist Sess. (1947). 

194]. R.C. §122(b) (1) and (2). 

195 General Finance Co. of Philadelphia, Pa. v. Comm’r, 85 F.2d 846 (C.C.A.3d 1936) ; 
Weber Flour Mills Co. v. Comm’r, 82 F.2d 764 (C.C.A.10th 1936) ; California Barrel Co., 
Inc. v. Comm’r, 81 F.2d 190 (C.C.A.9th 1936); McLaughlin v. Purity Investment Co., 
75 F.2d 30 (C.C.A.9th 1935), cert. denied, Purity Investment Co. v. McLaughlin, 295 
U.S. 753 (1935). 

196 New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934). 

197 Pennsylvania Co. for Insurances on Lives and Granting Annuities v. Comm’r, 75 F.2d 
719 (C.C.A.3d 1935). 

198 Cf, Helvering v. Metropolitan Edison Co., 306 U.S. 522 (1939) ; Hughes Tool Co. v. 
Comm'r, 147 F.2d 967, 971 (C.C.A.5th 1945) ; Pennsylvania Co. for Insurances on Lives 
and Granting Annuities v. Comm’r, 75 F.2d 719, 721 (C.C.A.3d 1935). 

199 Cf, “The respondent argues, however, that no deduction [under §122] may be 
allowed because this petitioner was ‘substantially liquidated and marking time’ during 
1944 and 1945 and ‘was no more the taxpayer it was in previous years, in substance 
and in fact, than if it had legally changed its existence.’ He says that Congress intended 
this deduction only where the same taxpayer was continuing to carry on substantially the 
same business in the loss years that it had carried on in the taxable year. He cites no 
authority to show that the petitioner is not entitled to whatever deduction the stipulated 
facts will show. The words of the statute are general in their application and something 
would have to be read into them which is not there to limit them so that they would not 
apply in this case.” Acampo Winery & Distilleries, Inc., 7 T.C. 629, 640 (1946). 
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Bureau has even gone so far as to rule that where a parent sustains a net 
operating loss in the first succeeding taxable year after the tax-free dissolu- 
tion ef its subsidiary under section 112(b) (6), then such loss may be 
carrie . back to the preceding taxable year in which a consolidated return 
had been filed.*” The loss may be availed of, however, only against the 
net income of the parent included in the computation of the consolidated 
net income increased by its own separate net capital gain.°” 


CONCLUSION 


The provisions of the Code providing for the tax-free liquidation of 
corporate subsidiaries have in some form existed since the middle 1930's, 
section 112(b)(6) receiving its present form in 1936. Despite the 
specificity of the Code and regulations which have frequently been in- 
terpreted by the courts, many corporate parents all too frequently under- 
take the liquidation of subsidiaries without the least awareness of section 
112(b) (6) and its effect upon the transaction in hand. 

With competent advice before the event, the restrictive provisions of 
section 112(b)(6) may be avoided at will. If consideration of the tax 
consequences of a projected liquidation of a subsidiary is postponed by a 
surviving parent corporation until after the transfers are completed, a 
heavy tax burden may be needlessly incurred. 

200 Special ruling, October 28, 1944, signed Norman D. Cann, Deputy Commissioner 


(symbols IT: P: T: 2-ECH-4), 443 CCH 6655. 
201 Jd, : 






















Tax Accounting v. Commercial 
Accounting 
J. K. LASSER anp MAURICE E. PELOUBET 


Sands there was a Sixteenth Amendment there were accepted account- 
ing practices. When man first manufactured for sale he had to have 
records. They were not for the trader or manufacturer only, but were 
what he depended on to prove his claims on others and to protect himself 
from unjust claims. 

As business increased in complexity the records became more detailed 
and voluminous but the principles remained the same. The purpose of 
records—to prove transactions and relations with third parties—did not 
change. Records were made to agree with the facts, with the custom of 
merchants, and with the requirements of law. 

The constant endeavor of accounting has been to keep up with the 
changing demands and conditions of business. The use of inventories, 
accrual methods, and modern cost accounting are examples of efforts to 
reflect in the books the operations and transactions of a modern business. 
But, it may be objected, can a business, founded on self-interest and the 
desire for profit, be trusted to give a full and fair account of itself? It 
can, precisely because it is not in its long-term interest to do otherwise.’ 

There is, however, one quarter in which the acceptance of the results 
of business accounting as showing the income of the business, is not as 
full and hearty as many of us think it should be. This is in the field of 
federal income taxation. 

It was not always so. In the early days soon after the passage of the 


J. K. Lasser (C.P.A.) is author of Your Income Tax, Your Corporation Tax, and 
numerous other books; Chairman of New York University Institute on Federal Taxation: 
partner of J. K. Lasser & Co., New York City. 

Maurice E. Perouset (C.P.A.) is Vice-President of the New York State Society of 
Certified Public Accountants; formerly Vice-President and Treasurer of American Insti- 
tute of Accountants; formerly President of New Jersey Society of Certified Public 
Accountants; partner of Pogson, Peloubet & Co., New York City. 


1The work of the Securities and Exchange Commission is a confirmation of this. 
At the time of the organization of the Commission there was a general and widespread 
suspicion of business and finance. It was expected that wholesale corruption, illegality 
and misrepresentation would be uncovered, but the work of the Commission resulted 
in no such disclosures. No important or basic changes in accounting practices were 
made. It was found that, in general, corporate accounts were sound and stated with 
reasonable correctness within the frame of accepted accounting practices and conventions. 
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Sixteenth Amendment it was accepted as a general principle that business 
(as distinguished from personal) income, computed on the basis of cur- 
rently accepted accounting principles, should be the amount on which 
business was to be taxed.* Soon after this acceptance in principle, how- 
ever, two highly disturbing little demons appeared on the scene. One is 
the demon of convenience, who tempts with ease of administration and 
with formulas and percentages which take the place of judgment. The 
other is the demon of anticipation, who tempts the tax-gatherer to take 
the seed-corn, to pick the green fruit, and to exact his share of money 
presently in possession of the taxpayer but dedicated to the satisfaction 
of future and certain, if indefinite, liabilities and obligations. These two 
little demons have so bedevilled federal tax law and administration that 
they have brought about wide divergences between the income of a busi- 
ness, computed as correctly as possible on the basis of accepted accounting 
principles, on the one hand, and taxable income, on the other. 

Under any consistently followed accounting method, no matter how 
erroneous, all business income will eventually be brought into account. 
A method as grossly erroneous as, say, writing off all inventory at the 
close of each year, will give one year of low income followed by years of 
normal income if the inventories are maintained at a steady level or 
abnormally high or low income if they decrease or increase. In the end, 
all income will come into account if we are consistent. The same is true of 
depreciation. Improperly high or low depreciation rates merely shift in- 
come between years. The total taxable income is the same. 

Our tax-gatherers intend to stay in business a long, long while. We 
cannot imagine our social order without an income tax. The income missed 
today will be taxed tomorrow. The receipts which may or may not be 
income today will be taxed when a final determination is made. The 
meticulous attribution of income to particular periods becomes even more 
unnecessary when we consider the effects of the provisions permitting 
losses to be carried forward or back. 

The amount of revenue has no necessary or fixed relation to the base, 
the amount of taxable income. There are only two factors which deter- 
mine the amount of revenue: one, budgetary—the determination of what 


2 The treatment of inventories is perhaps the best example of the application of the 
general principle that business income and taxable income were originally intended to be 
the same. The Revenue Act of 1918 stated the general policy in section 203 of that Act: 


“Sec. 203. Whenever in the opinion of the Commissioner the use of inventories is 
necessary in order clearly to determine the income of any taxpayer, inventories shall be 
taken by such taxpayer upon such basis as the Commissioner, with the approval of the 
Secretary, may prescribe as conforming as nearly as may be to the best accounting prac- 
tice in the trade or business and as most clearly reflecting the income.” 


This language has remained in the various revenue acts and regulations from that time to 
the present. 
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amount is required, which in turn determines the rate to be applied to 
the base; and two, economic—a decision on whether an attempt is being 
made to take too much out of the economy for government use. 

One might think, from this discussion, that there were many and 
fundamental differences between business income and taxable income: 
but there are not. Most of our accounting is the same for tax and busi- 
ness purposes. The areas of disagreement, however, cause so much 
trouble, create so much resistance on the part of the taxpayer, and take so 
much of the attention and time of officials and agents of the Bureau of 
Internal Revenue that they assume an importance out of all proportion 
to their actual amount or significance. This is the result of the disregard 
by the Treasury of the age-old experience and practice of businessmen 


and accountants.*® 
The law * provides a simple general rule: “The net income shall be 


3 The Treasury position has been described as follows [Note, 61 Harv. L. Rev. 1010 
(1948) ]: 


“Thirty years’ assault by the accounting profession upon the computation methods pre- 
scribed for income taxation has kindled tempers and congested periodicals, but has as 
yet had negligible effect upon the Bureau of Internal Revenue and the courts. Both 
camps have recognized that ideal accounting for business purposes assigns revenues to 
the period in which they were earned and matches against them the expenses attributable 
to the process of earning them. So long as deceptive understatement does not result, 
a conservative report which in doubtful cases excludes income and includes expenses and 
losses encourages prudent management and protects stockholders and the public. Tax 
agencies and tribunals, however, have not felt bound by what accountants consider 
inviolable principles. In defining income for tax purposes, they have often included 
revenues when received rather than when earned; in many instances, they have dis- 
allowed as deductions additions to reserve accounts which in the opinion of accountants 
are essential to accurate reporting. To a considerable extent, the tax position is justified 
for the Bureau of Internal Revenue cannot be expected to make conservative estimate 
of a taxpayer’s income. Since the federal tax takes a large percentage of a company’s 
revenues, it may well be unwise for the Bureau to permit tax liability to depend on 
matters of judgment when the exercise of that judgment might be influenced by its 
impact on the amount of tax to be paid. Some reconciliation in the views, however, seems 
possible. Just as some businesses have been unduly conservative in their annual state- 
ments, the requirements of tax accounting, at least in the view of the accountants, have 
in certain respects been so rigid as to lead to ‘weird and sometimes naive and at times 


x” 


arbitrary definitions of income’. 

4 The dependence of the law upon accounting principles is best illustrated by the ref- 
erences in the law to inventories [I.R.C. §§22(c) and 22(d)]. Perhaps it is fortunate 
that inventories are so difficult to understand by other than trained accountants. As a 
result, the whole body of rules refer solely to accounting practices, procedures, and tests. 
Technicians who are willing to treat so haphazardly with advance income, fumble too 
much with questions like: “average” or “marginal” costing; operations cost assembled 
against the product; costing methods applicable in deeply integrated industries; costs 
where marginal plans are only used at times of peak production. As a result, the regula- 
tions confirm all questions to be accounting techniques. For example— 

Reg. 111, Sec. 29.22(c)-2 sets forth two basic tests for inventories : 

(1) “It (the inventory) must conform as nearly as may be to the best accounting prac- 
tice in the trade and business,” and (2) “It must clearly reflect the income.” It is evi- 
dent that these two tests can be made most satisfactorily by a trained accountant thor- 
oughly oriented in the relevant accounting procedures. 

Reg. 111, Sec. 29.22(c)-2 derives from the above tests the following : 

(1) Inventory “rules cannot be uniform”; they “must give effect to trade customs 
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computed . . . in accordance with the method of accounting regularly 
employed in keeping the books. . . .”° If such a method of accounting 
does not clearly reflect income the computation is to be made by a method 
which the Commissioner believes will clearly reflect the income. Account- 
ing methods and principles are assumed to be the only satisfactory criteria. 
The following parts of the regulations illustrate this approach : 


If the method of accounting regularly employed by him (the taxpayer) 
in keeping his books clearly reflects his income, it is to be followed with re- 


which come within the scope of the best accounting practice in the particular trade or 
business.” Application of this requirement is peculiarly an accountant’s function. 

(2) Inventory practice must “be consistent from year to year.” Accountants alone 
know how to reach this “consistency” for they do it regularly in the course of an audit. 

(3) “Where the taxpayer maintains book inventories in accordance with a sound 
accounting system ... the net value as shown by such inventory accounts will be 
deemed to be the cost of the goods on hand.” What °; a sound accounting system and 
whether the book inventories are in accordance therewith is an accounting problem. 

Reg. 111, Sec. 29.22(c)-3, dealing with inventories at cost, refers inter alia to “direct 
labor,” “indirect expenses” and other expense categories. These are all in the idiom of 
the accountant; he can properly classify them. 

Reg. 111, Sec. 29.22(c)-3(4) provides that costs may be approximated in conformity 
with established trade practices. An accountant can test this “conformity.” Often he has 
helped establish the trade practices. 

This subsection further provides for application of the “retail method,” which is an 
established accounting procedure for certain types of businesses. 

Reg. 111, Sec. 29.22(c)-4 refers to “materials, labor and burden.” These terms, espe- 
cially “burden,” belong to accounting semantics. 

Reg. 111, Sec. 29.22(c)-5 refers to “a dealer in securities in whose books of account 
separate computations . . .” These books of accotint can best be properly analyzed by a 
trained accountant. 

Reg. 111, Sec. 29.22(c)-6 requires familiarity with the farm-price method of inventory 
valuation, which, like other methods specified, is a method employed regularly by 
accountants. 

Reg. 111, Sec. 29.22(c)-7 requires familiarity with cost allocation, which is solely 
a technique of accounting. 

Reg. 111, Sec. 29.22(c)-8 refers to the “retail method” of pricing and requires that 
“accurate accounts” be kept. It deals with consistency of method; departmental profit 
percentages; and mentions “mark-ups” and “mark-downs.” The meaning of these regula- 
tions requires complete accounting orientation. 

Reg. 111, Sec. 29.22(d)-1 deals with inventories under the elective method. It insists on 
regular and consistent practice clearly reflecting income. An accountant can say what 
these are. It talks of “raw material costs,” “processing cost,” and other accounting terms 
and concepts which can best be interpreted by accountants and acquiesced to with their 
assistance. 

There are many references in the regulations to I.R.C. §22(d), which is couched in the 
language of the accountant. It talks of the “average cost method” and allows the last-in 
first-out method to be used only if taxpayer establishes that no other method was used 
for reports or statements to shareholders, partners, or other proprietors, or to bene- 
ficiaries, or for credit purposes. Obviously all this is to force tax accounting to be in 
consonance with generally accepted accounting. 

5 LR.C. §41. 
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spect to the time as of which items of gross income and deductions are to be 
accounted for. . . .° 

Approved standard methods of accounting will ordinarily be regarded as 
clearly reflecting income. .. .” 

It is recognized that no uniform method of accounting can be prescribed 
for all taxpayers, and the law contemplates that each taxpayer shall adopt 
such forms and systems of accounting as are in his judgment best suited to 
his purpose. . . . He must, therefore, maintain such accounting records as 
will enable him to do so.® 


This seems perfectly clear. It merely describes the way an accountant 
usually works. Taxable income is to be the income determined under 
generally accepted accounting methods.® 

But we have wandered a long way from this simple concept. Strange 
legal, economic, or statistical interpretations made by men, no doubt emi- 
nent in their own fields but almost entirely innocent of any technical 
accounting knowledge, have resulted in strained, awkward and difficult 
departures from accepted accounting principles. 


PREPAID INCOME 


One of the points of divergence is in the treatment of income received 
in advance or prepaid.’ The Treasury position is sometimes called “the 
bird-in-hand view.” Income received in advance, even though it is received 
under a continued obligation to perform services and to incur expenditures 
over a period of time in order to earn the income, is nevertheless taxed 
in the year of receipt.** That view is continued despite its opposition to 


® Reg. 111, Sec. 29.41-1. 

7 Reg. 111, Sec. 29.41-2. 

8 Reg. 111, Sec. 29.41-3. 

9 Reg. 111, Sec. 29.41-1. 

10 United States v. Anderson, 269 U.S. 422 (1926). Op. cit. supra note 3 at 1013-14, has 
this to say about treatment by the Bureau and the courts of advance payments: “This ‘bird 
in the hand’ view is of some practical advantage to the Treasury in that immediate collec- 
tion of taxes on all funds received by the taxpayer to some extent simplifies administra- 
tion, minimizes evasion, and, since there is no reliance on the taxpayer’s future solvency, 
results in greater revenues. However, the distortion of yearly income which the policy 
entails works hardship upon a taxpayer who has no taxable income in the period or 
periods in which the expense can be reported, for he must pay a tax on the advance 
receipts from a transaction without being able to claim the benefit of deductible expendi- 
tures involved... . The Treasury’s position can, it is true, be explained on the theory 
that the Internal Revenue Code is designed to tax revenues when they are received 
rather than when they are earned. But it may as easily be argued that Congress intended 
taxable income to correspond as closely as possible to what sound business judgment would 
regard as the net returns of the enterprise. And the legitimate interests of the taxpayer 
seem to outweigh the inconvenience to the Treasury which allowing postponement of 
deferred credits would entail.” 

11 E, B. Elliott Co., 45 B.T.A. 82 (1941) ; Clay Sewer Pipe Association, Inc., 1 T.C. 529 
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common sense, generally accepted accounting principles, and accounting 
methods consistently employed by the taxpayers. Any reasonable person 
would insist that income be deferred until the period or periods in which 
it is earned, that is, the time at which the services are rendered and the 
related expenditures incurred. 

Treasury decisions and regulations create a variety of absurd financial 
results. They apparently hold subject to tax: advance payments or de- 
posits (other than amounts received as loans) ;** amounts received as 
security for contract performance ;** and generally all advance payments : 

Even if there is no real net income for the year—in the accounting 





sense ; 

Even if the tax rate is going to be lower in the year in which the income 
is really earned ; 

Even if the rule creates the possibility of manipulation of income 
through accelerating receipts in a year of losses ; 

Even if their ultimate disposition remains to be determined ; 

Even if the amount of the “gain” is computed without charges for the 
cost of capital or labor ; 

Even if the amounts received may be refunded or transferred, or may 
eventually represent payment for services to be rendered in a later year, 
the cost of which must be incurred or paid in a later year; 

Fven if the method actually anticipates income and under fluctuating 
business conditions materially and dangerously distorts the showing of 
annual income. 

The determination of income by matching concurrent costs and reve- 
nues is a basic accounting concept and the determination of how and 
when the revenues and costs are matched is the principal problem with 
which accountants and businessmen deal in the statement of income." 
If income is required to be stated in one period and concurrent costs in 
another period, distortion of income in both periods is inevitable. 

Consider a landlord negotiating a long-term lease. In order to finance 
the payment of the broker’s commission, he may arrange for the payment 


(1943), aff'd, 139 F.2d 130 (C.C.A.3d 1943); South Tacoma Motor Co., 3 T.C. 411 
(1944) ; Your Health Club, Inc., 4 T.C. 385 (1944). 

12C, H. Mead Coal Co., 31 B.T.A. 190 (1934); Automobile Underwriters, Inc., 19 
B.T.A. 1160 (1930). 

18 Clinton Hotel Realty Corp. v. Comm’r, 128 F.2d 968 (C.C.A.5th 1942) ; Executors 
of Estate of George E. Barker, 13 B.T.A. 562 (1928); South Dade Farms, Inc. v. 
Comm’r, 138 F.2d 818 (C.C.A.5th 1943). 

14“A major objective of accounting for inventories is the proper determination of 
income through the process of matching appropriate costs against revenues.” Accounting 
Research Bulletin #29, Committee on Accounting Procedure, American Institute of 
Accountants. The Bulletin refers further to the “matching of absorbed costs with con- 
current revenues” as the proper method of arriving at business income. 
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in advance of rentals for the last few years of the lease. The decisions ** 
have held that the rental received in advance must be included in income 
in the year of receipt. But, strangely, the cost to get the lease and all the 
operating expenses, which the advance rentals were intended to finance, 
may not be deducted in the year of payment. These follow common sense, 
and good accounting practice; they are spread over the life of the lease.” 
In these cases, the result frequently is an abnormally large net income 
for the landlord in the first year of the lease. Then there are equally 
unreal losses in the other years of the lease, not by reason of any actual 
variation in results of operation but solely because of the absurd tax 
accounting procedure required. 

To add to the confusion, the Bureau sometimes allows income to be 
deferred to the periods in which it is, really earned.*’ And the Tax Court 
has in one case permitted a deduction of reserves for future costs."* The 
principles in these cases are by no means consistently followed. How can 
we even begin to make common sense out of this ? 


Cost OF WARRANTIES 


Future costs for making good on warranties and guaranties cannot be 
deducted when the income is included.’® For example, a contractor must 
include his full contract receipts in income today, even though he remains 
responsible in later years for his guaranties upon his work.*° But cash 


15 See note 13 supra. 

16 Central Bank Block Assn. v. Comm’r, 57 F.2d 5 (C.C.A.5th 1932); Young vy. 
Comm’r, 59 F.2d 691 (C.C.A.9th 1932) ; Meyran v: Comm’r, 63 F.2d 986 (C.C.A.3d 1933). 

17 See, for example, I.T. 3369, 1940-1 Cum. Butt. 46 as to subscriptions. 

18 Towers Warehouses, Inc., 6 TCM 59 (1947). At the time goods were stored the 
Company charged the customers for an estimated labor cost to remove the goods. It 
had consistently set up a reserve for these costs over a long period of time. The 
Court permitted the deduction. But in Capital Warehouse Co., Inc., 9 T.C. 966 (1947), 
the Company was denied the deduction of the estimated labor cost to remove stored 
goods. It had been in existence for only two years. 

19 “As in the case of deferred credits, disallowance of credits to reserves for guarantees 
seems to be an unnecessary departure from the ideal of matched revenues and expenses. 
The argument that allowing deductions based on estimates of future expenses would 
jeopardize enforcement of the income tax laws could be met by a requirement that 
the taxpayer demonstrate, by the experience of himself or others, that a reasonably 
accurate estimate can be made of the expenses to be incurred under the guarantees. The 
risk that small concerns with untrained personnel would report improper reserves could 
be obviated at least in part by a rule that no deduction would be allowed unless the 
return had been audited by a Certified Public Accountant. If the same showing were 
required here as the regulations prescribe for the deduction of an increment to the 
bad debt reserve and for the subtraction from gross income for redemption of trading 
stamps, the revenues of the Treasury would probably be adequately safeguarded.” Op. cit. 
supra note 3 at 1016-17. 

20 Spencer, White & Prentis, Inc. v. Comm’r, 144 F.2d 45 (C.C.A.2d 1944), cert. 
denied, 323 U.S. 780 (1944) ; George Hyatt, 36 B.T.A. 121 (1937). 
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settlements with a customer that eliminate the guaranty, give a deduction.” 

Ordinarily, estimated costs cannot be deducted even if they are a very 
real liability.” That rule is not always observed. One case * suggests 
that if liability is fixed one may consistently accrue an expense even though 
the amount can be estimated only with a reasonable degree of accuracy. 
But it is necessary to have followed this accounting practice for many 
years. 

Common sense and generally accepted accounting principles require 
that costs, definite in incidence and impact but not fixed in amount, should 
be estimated and deducted from profits. 


Casu Discount 


Cash discount ** on sales is not a tax deduction * until the customer 
pays the bill. Discount accrued upon completion of a contract or on 


21 Sunset Color Works, 21 B.T.A. 304 (1930); J. G. Curtis Leather Co., 13 B.T.A. 
1259 (1928). See also Lynchburg Colliery Co., Inc., 7 B.T.A. 282 (1927); Tomson & 
Co., Inc. v. Comm’r, 82 F.2d 398 (C.C.A.3d 1935); American Hotels Corp. v. Comm’r, 
134 F.2d 817 (C.C.A.2d 1943). 

22 Uvalde Co., 1 B.T.A. 932 (1925); Chapin Construction Co., 3 B.T.A. 25 (1925) 
Nonacq.; Quality Roofing Co., 16 B.T.A. 1370 (1929) ; W. J. Scholl Co., 30 B.T.A. 993 
(1934) ; Hamlin Neon Sign Co., Inc., 1 TCM 126 (1942) ; Thomas Cronin Co. v. Lewel- 
lyn, 9 F.2d 974 (1925). In the latter case, profits were reported upon completion. Upon 
the expiration of the guaranty period amended returns were filed reporting the profits at 
that time. The claim for a refund was denied. 

23 Towers Warehouses, Inc., 6 TCM 59 (1947). 

*4“Tax treatment of cash discounts has not been uniform. In its first statement on 
the problem, the Bureau refused to allow a reserve for cash discounts which it was 
estimated customers would take on the accounts receivable at the end of the taxable 
period, but it permitted deduction of such discounts as were actually taken by the 
taxpayer’s customers after the taxable period had elapsed but before the tax , return 
was filed. This unsatisfactory compromise was overruled in 1922 by a Bureau ruling 
authorizing deduction of amounts credited to a reserve for cash discounts.” The Bureau 
is now back to its former position. “The Commissioner has generally been supported 
by the courts. The one decision allowing deduction of additions to a reserve for cash 
discounts . . . was expressly disapproved by the Supreme Court. ... Similarly, the 
courts have supported the Bureau in its refusal to allow deductions of credits to reserves 
for freight allowances. 

“In these situations, the convenience of the Bureau seems more heavily outweighed 
by the interests of the taxpayer than in the case of maintenance and other guarantees. 
By requiring the reporting of sales at gross prices, the Bureau is in effect forcing the 
company to place an inflated valuation on its accounts receivable and to include in income 
amounts which its customers are neither obligated nor likely to pay. Under require- 
ments similar to those set forth in the bad debt and trading stamp regulations, furthermore, 
there would not seem to be a substantial risk that taxpayers could successfully use as 
a means of evasion a reserve for that proportion of the cash discounts and freight 
allowances which experience shows will be taken. However, it seems doubtful that 
the courts can be persuaded to adopt a position permitting deduction of amounts credited 
to such reserves, and it is equally unlikely that the Bureau, without legislative direction, 
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acceptance of shipment by a customer is denied. A deduction can be taken 
only when the customer settles, but good accounting practice would accrue 
the known cost. 


INVENTORY 


Excluded from inventory is merchandise, including containers, title to 
which has passed, even if the container must be taken back. Conservative 
accounting would include them in the vendor’s inventory until cleared by 
a completed sale. Under tax practices, containers ** are not inventoried 
if temporary title passes to the purchasers of the product contained.” 

The consistent refusal of the Bureau of Internal Revenue to consider 
any sort of inventory reserve has prevented the extension of needed relief 
to large classes of taxpayers. One result of the Bureau’s adamant attitude 
has been that the last-in, first-out method has been given a breadth of 
application never dreamed of by its original sponsors and has brought a 
complexity into the calculation of inventories that will present many 
administrative difficulties to Bureau officials.”* 


CONTESTED Costs 


Much confusion is caused by the treatment of items in dispute. The 
general rule is to allow them only in the year of settlement, no matter to 
what periods they may apply.*® Common sense and good accounting 


will change the practice to which it has adhered for more than twenty years.” Op. cit. 
supra note 3 at 1017-18. 

25 Shapleigh Hardware Co. v. United States, 81 F.2d 697 (C.CA8th 1936) ; 
Ederheimer-Stein Co., 2 B.T.A. 711 (1925); American Cigar Co. 21 B.T.A. 464 
(1930). G.C.M. 1342, VI-1 Cum. Buty. 177 (1927) ; I.T. 2342, VI-1 Cum. Butt. 178 
(1927). See also Brown v. Helvering, 291 U.S. 193 (1934), where the Supreme Court 
disapproved the allowance of reserves for cash and trade discounts in Virginia-Lincoln 
Furniture Co. v. Comm’r, 56 F.2d 1028 (C.C.A.4th 1932) and 67 F.2d 8 (C.C.A.4th 1933). 

26“This rule, it would seem, should be applied to the sale as well as to the deposit 
situations. The present tax position fails to recognize that, since transfer of title does 
not control the substance of the transaction, it should not control the tax treatment.” 
Op. cit. supra note 3 at 1019. 

27 Reg. 111, Sec. 29.22(c)-1; Hugh Smith Est., 6 TCM 358 (1947). 

28 Hutzler Bros. Co., 8 T.C. 14 (1947). The Tax Court held that if suitable statistical 
procedures were used the last-in, first-out method could be applied to a retail business. 
The Commissioner has acquiesced in this decision and has published an example of a 
method of computing the retail inventories on the last-in, first-out method by the use 
of index numbers. 

29 A taxpayer who breaches a contract or rights of another cannot deduct the damages 
anticipated where he denied liability. Bump Confectionery Co., 4 B.T.A. 50 (1926) ; 
Hamler Coal Company, 4 B.T.A. 947 (1926). This is based on the theory that no action 
may be brought for the breach. With compensation the accrual date is the year of the 
deduction although either or both liability or amount is disputed. McCabe Lathe & 
Machinery Co., 9 B.T.A. 1137 (1928). Where a judgment is rendered, that is the year 
of the deduction. The mere setting up of a reserve is not a definite admission of liability. 
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practice would insist that earnings are properly stated only if deductions 
are made in the year in which liabilities are incurred. Even though dis- 
puted, it is the ultimate decision of the amount of the liability that should 
govern and the expense should be charged against income of the year to 
which it applies, not of the year in which final liability will be determined. 
The liability is valid, accountants contend, even though it is not assessed 
or paid until some later year. But in tax accounting a deduction is often 
denied where there is a real liability.*° 

The Bureau makes an exception in “portal-to-portal pay” cases. A de- 
duction is allowed if the theory of liability is admitted but the payments 
are not made because the amount is disputed. The extra pay is deductible 
in the year when the services were rendered.** This rule does not apply to 
disputed taxes. Then a deduction is permitted. only when payment is 
made.** Thus, a dispute will require the deduction be taken in a year 
other than the one in which the tax was imposed. The tax rules for dis- 
puted items apparently are these * 

(1) All the events must occur in that year which fix the amount and 
the fact of the liability for items of indebtedness deducted though not 





Lucas v. American Code Co., 280 U.S. 445 (1930). But where liability is admitted, an 
offer in compromise is made, and an estimate of the amount of liability is set up on the 
hooks, the year of deduction of the loss is the year of the breach. This is true even 
though the definite amount is not determined until later. Producers Fuel Co., 1 B.T.A. 
202 (1924) Acq.; Raleigh Smokeless Fuel Co., 6 B.T.A. 381 (1927) Acq.; Fraser Brick 
Co., 10 B.T.A. 1252 (1928) Acq. 

30 There has been a recent change in policy, however, in the Bureau’s treatment of 
the accrual of taxes where the liability for such takes has been contested. For a number 
of years the Bureau followed the rule that an unpaid deficiency in tax was deductible on 
the accrual basis only for a taxable period for which it was imposed, regardless of the 
nature of the reasons behind the delay in its determination. I.T. 3491, 1941-2 Cum. But. 
177. This rule had been adopted when the Commissioner acquiesced in a decision of the 
3oard of Tax Appeals in Floyd, Incorporated, 43 B.T.A. 101 (1940). The Supreme 
Court later held, however, that the amount and the fact of the taxpayer’s liability cannot 
be regarded as fixed in a given taxable year if during that year the liability is not 
only contingent but is denied and contested by the taxpayer. Dixie Pine Products Co. v. 
Comm'r, 320 U.S. 516 (1944) ; Security Flour Mills Co. v. Comm’r, 321 U.S. 281 (1944) 

“It is now the Bureau’s position that unpaid additional taxes which are the subject of 2 
contest, cannot be accrued so long as they are unsettled as to the amount and before 
the fact of liability is established, and I.T. 3491 has been revoked. Contested taxes which 
have been paid are, of course, not subject to accrual and are therefore deductible not 
later than the time when they are paid, even though the contest of liability is carried 
by the taxpayer through the filing of a refund claim or a suit in court for the recovery 
of the amounts. (G.C.M. 25298, I.R.B. 1947-16-12608, p. 2, and I.T. 3863 p. 11 of the 
same bulletin)” Deputy Commissioner Edward I. McLarney, Income Tax Unit, before 
the Tax Exccutives Institute at Atlantic City, New Jersey, Sept. 16, 1947. 

81 Anderson v. Mt. Clemens Pottery Co., 328 U.S. 680 (1946). The Bureau considers 
this dispute to be directed to the ascertainment of the proper amount of compensation. 
It is not a denial of liability. I.T. 3836, 1947-1 Cum. Butt. 33. 

32 Supra note 30. 
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paid. This cannot be the case if the liability is being contested before a 
tax commission or a court. But a full deduction is allowed in the year of 
payment—even if made under protest. If the intent is to defer a deduc- 
tion, one may simply make a deposit with the tax collector. That is not 
deemed a payment of taxes. If a liability is contested, the deduction is 
deferred until the termination of litigation. Then a deduction may be 
claimed only in the year in which liability for the tax is finally adjudicated.** 

(2) If taxes are paid—and later a contest is started—a deduction is 
allowed only in the year of payment. Claims that the payments are made 
under duress do not postpone the deduction.** 

(3) If it is steadfastly insisted that the tax is excessive and is not paid, 
even though the dispute is not taken to the courts, no deduction is allowed. 
It is even sufficient to cause disallowance that one does not duly accrue the 
items on the books.*° 

All of this is strange accounting to a businessman trying to arrive at 
actual current earnings. 


RecEerpts UNDER CLAIM OF RIGHT 


Moneys received under a disputed claim of right “* may be required to 
be returned but are often taxed.*’ In good accounting practice, we would 
hardly call that true income. Income received under a claim of right is 
taxed when received, even if the recipient may not be entitled to receive 
it,°* may have to restore it later,*® or takes it under a dispute.“ The only 
exceptions to the rule seem to be these :. where the claim to the money is 


33 In Western Cartridge Co., 11 T.C. 246 (1948), a state income tax deduction for 1942 
which was duly paid in 1943 pursuant to the original return was denied. This was so even 
though the return itself reserved the right to refund upon the completion of renegotia- 
tion proceedings. The entire deduction was apparently allowed for 1942. The opinion, 
however, contains the following somewhat ambiguous holding: “The petitioner is entitled 
to the deduction for Connecticut income taxes for 1942 but only in the amount paid.” 
Presumably, this does not purport to limit the deduction to payments made in 1942, 
because none was made until 1943. The rule would seem to be that the deduction is 
allowable in the normal year of accrual if the tax is paid in due course pursuant to 
the original assessment. 

34 Chestnut Securities Co. v. United States, 62 F. Supp. 574 (Ct. Cl. 1945). 

85 Great Island Holding Corporation, 5 T.C. 150 (1945) Acq. 

36 Reg. 111, Sec. 29.42-1. 

37 Lewis v. United States, 17 F. Supp. 543 (D. Col. 1936) ; A. H. Hargis, B.T.A. Memo. 
Dkt. 31179. CCH Dec. 7817-F (1932). 

88 Mitchell v..Comm’r, 89 F.2d 873 (C.C.A.2d 1937), rev'd on other grounds, 303 
U.S. 391 (1938) ; but see Arthur H. Wells v. United States, 64 F. Supp. 476 (Ct. Ci. 
1946). 

89 Saunders, Adm. v. Comm’r, 101 F.2d 407 (C.C.A.10th 1939). See also H. I.. Carnahan, 
21 B.T.A. 893 (1930) Acq.; La Motte T. Cohu, 8 T.C. 796 (1947) hen 

40 George C. Peterson Co., 1 B.T.A. 690 (1925) Acq. 
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completely unwarranted ; ** or where it is paid through a mistake; ** or 


where third persons set up a claim to the funds.“ 

The strange tax-accounting rules that follow these principles tax the 
recipient even though he had to restore the funds to the payer in cases 
like these : 

Proceeds from patent infringement ; ** 

Unlawful dividends ; *° 

Usurious interest ; *® 

Inaccurate compensation ; ** 

Amount received under a judgment, even though the loser is appeal- 
ing; 48 

Improper profiting by directors, partners, or trustees ; *° 

Profits from unlawfully deprived property.”° 


RESERVES 


- 


Many reserves provided in the ordinary course of business and in 
agreement with generally accepted accounting principles are not deductible. 
They include™ all sorts of deductions absolutely essential to establish 
profits. For example: 

For cancellations and allowances—needed to provide against exist- 


41 Spring City Foundry Co. v. Comm’r, 292 U.S. 182 (1933); Comm’r v. Brown, 
54 F.2d 563 (C.C.A.1st 1931) ; L. O. 1086 I-1, Cum. Butt. 87 (1922). 

420. D. 14, 1 Cum. Butt. 67 (1919); Knight Newspapers, Inc. v. Comm’r, 143 F.2d 
1007 (C.C.A.6th 1944) ; Comm’r v. Western Power Corp., 94 F.2d 563 (C.C.A.2d 1938). 

43 North American Oil Consolidated v. Burnet, 286 U.S. 417 (1931); O. D. 980, 
5 Cum. Butt. 97 (1921) ; Comm’r v. Brooklyn Union Gas Co., 62 F.2d 505 (C.C.A.2d 
1933). 

44 Crossett Timber & Development Co., Inc., 29 B.T.A. 705 (1934) ; W. W. Sly Mfg. 
Co., 24 B.T.A. 65 (1931). 

45 Soreng v. Comm’r, 158 F.2d 340 (C.C.A.7th 1946) ; St. Regis Paper Co. v. Higgins, 
157 F.2d 884 (C.C.A.2d 1946), cert. denied, 330 U.S. 843 (1946) ; Charles G. Duffy, 2 T.C. 
568 (1943). 

46 Barker v. Magruder, 95 F.2d 122 (App. D. C. 1937); Barker v. United States, 
26 F. Supp. 1004 (Ct. Cl. 1939) ; Edgar B. Terrell, 7 B.T.A. 773 (1927). 

47 Mitchell v. Comm’r, supra note 38. James M. Butler, 19 B.T.A. 718 (1930) Acq. 

48 Sol. Op. 41, 3 Cum. Butt. 364 (1920) ; but see Arundel Corporation v. United States, 
62 F. Supp. 950 (Ct. Cl. 1945). 

49 Griffin v. Smith, 101 F.2d 348 (C.C.A.7th 1938), cert. denied, 308 U.S. 561 (1939) ; 
United States v. Currier Lumber Co., Inc., 166 F.2d 346 (C.C.A.2d 1948) ; Nathan Ebner, 
B.T.A. Memo. Dkt. 26478. CCH Dec. 6683-A (1931) ; Agne v. United States, 42 F. Supp. 
66 (Ct. Cl. 1941) ; Arthur M. Godwin, 34 B.T.A. 485 (1936). 

50 Swastika Oil & Gas Co. v. Comm’r, 123 F.2d 382 (C.C.A.6th 1941), cert. denied, 
317 U.S. 639 (1942). 

51“The dichotomy between tax and business accounting seems more justified as to 
these reserves than as to discounts. The latter are limited in amount to the percentage 
offered, and the proportion taken is both large and relatively constant. Returns, allow- 
ances, and cancellations are restricted only by the total amount of sales, and seem more 
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ing amounts, which will be allowed to debtors when they settle their 
accounts ; °* 

For obsolescence or inadequacy—when they are designed to provide 
for known but not realized losses. These are losses that will result from 
progress in the arts or changing economic conditions, as distinguished 
from physical deterioration ; ** 

For certain guaranties or rebates; or for known requirements for 
liquidation of damages resulting from non-performance of contractual 
obligations ; for adjustments which may have to be made at a later date in 
the case of sales; ** 

For computable pensions or deferred profit-sharing funds—unless the 
deductions have been approved by the Treasury ; © 

For self-insurance—even if expenses due each year are computed; °° 

For workmen’s compensation to be paid in later years (only the losses 
or insurance payments can be deducted in tax returns) ; * 

For inventories—when they are intended to provide for certain losses 
in value of inventories. Or reserves needed if a company reports its in- 
ventories at cost in its income tax returns and sets up a reserve to revalue 
inventories to the market price.*® 


likely to fluctuate seasonally and with business conditions. They are, to a greater 
extent than discounts, matters of business judgment and are therefore more open to 
the objection that the desire to reduce taxes may be a factor in their determination. 
While these obstacles have proved troublesome, however, they have not been found 
insuperable in the case of bad debt reserves. By stringent application of the safeguards 
set up for that situation and for trading stamp subtraction, these deductions might 
safely be allowed.” Op. cit. supra note 3 at 1019+20. 

52 Covington Cotton Oil Co., 12 B.T.A. 1018 (1928) Acq.; S. M. 1931, III-1 Cum. Butt. 
150 (1924); W. S. Buck Mercantile Co., 6 B.T.A. 285 (1927) ; Readers’ Pub. Corpora- 
tion v. United States, 40 F.2d 145 (Ct. Cl. 1930); M. C. Stockbridge, 2 B.T.A. 327 
(1925) Acq. 

58 Buffalo Union Furnace Co. v. Helvering, 72 F.2d 399 (C.C.A.2d 1934); O’Neill 
Machine Co., 9 B.T.A. 567 (1927) Acq. 

54 Moloney Electric Company, B.T.A. Memo. Dkt. 105167. CCH Dec. 12,584-E 
(1942) ; American Fork and Hoe Co., 2 TCM 842 (1943); Atlas Mixed Mortar Co., 
23 B.T.A. 245 (1931) ; Clay Sewer Pipe Association v. Comm’r, supra note 11; Spencer, 
White & Prentis, Inc. v. Comm’r, supra note 20. 

55 Taylor-Parker Co., Inc., 1 B.T.A. 1161 (1925); Hamilton Coal Mining Co., 17 
B.T.A. 1339 (1929); I.T. 1350, I-1 Cum. Buty. 131 (1922). For approved plans, see 
P.S. No. 21, Aug. 21, 1944, 443 CCH 6549. 

56 Spring Canyon Coal Co. v. Comm’r, 43 F.2d 78 (C.C.A.10th 1930), cert. denied, 
284 U.S. 654 (1931) ; Pan-American Hide Co., 1 B.T.A. 1249 (1925) ; Reg. 33, Art. 144 
(1918). 

57 Greenville Coal Co., 3 B.T.A. 1323 (1926) ; Potts Run Coal Co., 19 B.T.A. 1 (1930) ; 
T.D. 2433, I.T. 1797, II-2 Cum. Burr. 100 (1923). For periodical insurance payments, 
see O.D. 964, 5 Cum. Butt. 118 (1921). But where an award was made and a reserve 
set up to pay it in installments over a period of years the entire amount of the award is 
deductible when rendered. 

58 Comar Oil Co. v. Helvering, 107 F.2d 709 (C.C.A.8th 1939); .Peabody Coal Co., 
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Costs DEPENDENT ON RECEIPTS 


Many expenses dependent upon the actual receipt of a remittance from 
a customer, are not deductions until the payment is received. A good 
example ** was the case of a company in the business of publishing classi- 
fied business telephone directories. It derived its income from sales, 
through agents, of advertising space. The commissions to be paid to the 
salesmen for procuring advertising contracts were not due until the 
amounts of the contracts were paid. The amounts due on the contracts 
were accrued as income. The Court held these amounts were income, but 
that the salesmen’s commissions on the unpaid accounts were not de- 
ductible. The theory was that the accounts for advertising were uncon- 
ditionally due when the directories were published. But the amounts due 
salesmen for commissions were contingent upon the customers’ paying 
their accounts, and there might be a distortion of taxable income if the 
accounts were not later collected. ~ 

This is opposed to good accounting practice. There might be some 
distortion if the accounts were not paid but this distortion is small and 
may be estimated in advance. The distortion caused by failing to charge 
commissions against the business brought in by the salesman to whom the 
commission was to be paid is gross, definite, and inescapable. 


CONSOLIDATED RETURNS 


The use of a completely arbitrary figure for determining the right to 
file a consolidated return—95% ownership+—is an example of devising a 
formula to take the place of the exercise of judgment. Commercial prac- 
tice permits or requires consolidated statements where the ownership is 
60%, 75%, 80%, or more. 

The principles of consolidation are well known. Many eminent authors 
have written on this subject. The rules of the Securities and Exchange 
Commission are fair and clear. If the accountants of the Securities and 
Exchange Commission can use their judgment in determining the pro- 
priety and desirability of presenting consolidated statements, it should 
not be beyond the capacity of the Bureau of Internal Revenue. A penalty 
of 2% in tax rate for using a correct consolidated method instead of an 
incorrect, but optional, single-company method is hardly putting a premium 
on the use of the accepted accounting principles. 

Consolidated returns should be required where they are indicated by 
accepted accounting procedures and forbidden where they are not. The 
treatment of the right to use a consolidated return as a privilege to be paid 
18 B.T.A. 1081 (1930) Acq.; Pratt-Mallory Co., Inc. v. United States, 12 F. Supp. 1020 


(Ct. Cl. 1936) ; Leonard v. United States, 7 F. Supp. 295 (Ct. Cl. 1934). 
59 Reuben H. Donnelley Corporation, 22 B.T.A. 175 (1931) Acq. 
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for in a higher tax rate not only discourages some organizations from using 
consolidated returns, but makes for artificiality throughout the administra- 
tion of these returns. The “savings” by consolidation are in a class with 
“savings” made by reporting net rather than gross income, or by being 
allowed some perfectly equitable deduction as though it were a special act 
of grace. The proper analysis is to consider that a consolidated group, 
where a 90% owned corporation is excluded, is being penalized by being 
forced to report on an improper basis, rather than to consider that report- 
ing on a proper basis is a “privilege’’ which produces “tax savings.” 


NEED FOR A CHANGE 


Good commercial accounting practices are formulated by accountants 
and are based on their observation of and experience with business deal- 
ings of all sorts. Many forces combine to determine accounting practices. 
Legal requirements, the needs and desires of proprietors, security holders, 
and credit grantors, and the internal necessity of adequate operating state- 
ments, are probably the strongest forces which shape accounting practices. 
The practices are of vital, monetary importance to the entire business 
community and cannot be changed lightly for any apparent, transient 
advantage. Ninety-nine per cent of tax-accounting follows the precepts 
of commercial accounting. But there are gross and serious distortions of 
these practices, equally repugnant to common sense and good accounting. 
Some are outlined here. 

How shall we cure this malpractice? A simple but probably impossible 
method would be, first, to revise existing’ statutes and regulations to agree 
with accepted accounting principles and, second, to require anyone who 
makes a decision on any point of income taxation to be a qualified ac- 
countant. A somewhat more realistic approach would be the appointment 
of a commission of eminent accountants to recommend revisions of present 
statutes and regulations, to bring them within the bounds of accepted 
accounting principles, and to keep such a commission permanently in 
being to scrutinize future decisions to determine whether they conformed 
to accepted accounting principles. At the same time legislation should be 
passed declaring that (except for statutory concepts not related to ac- 
counting principles, such as percentage depletion, accelerated amortiza- 
tion, allowances to certain corporations engaged in foreign trade and the 
like) taxable income is the same as business income determined under 
the applicable accepted accounting principles. 

Even if the adoption of accepted accounting principles reduced taxable 
income, there would be no necessary loss to the revenue as rates could be 
imposed which would bring in the needed revenue. The only difference 
would be a fairer distribution of tax among taxpayers.. As a rule, the 
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taxpayer in a business engaged in production (manufacturing, for in- 
stance) would get relief, and a taxpayer in « service business (say, whole- 
sale jobbing) might carry a little more burden. This is true because most 
of the differences between taxable and business income involve questions 
of depreciation, operating reserves, guaranties of performance, and the 
like, which are peculiar to manufacturing. 
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Dissents And Concurrences 


Postscript to “Cold War Taxation Policy.”* I am afraid that the title 
to my article in the November, 1948, issue of the Tax Law Review may have 
been too large an umbrella for what appeared beneath. The paper did not 
attempt to do more than analyze two generalizations of current tax discussion : 
that taxes on the lower income groups should be reduced at this time in order 
to insure mass purchasing power; and that venture capital can be provided 
only by high bracket tax reduction. Apparently misled by the over-pretentious 
title, Mr. Crown is disappointed because “Cold War Taxation Policy” did not 
include recommendations for increased corporate taxes.2 Mr. Crown dissents 
from my “cold war tax policy of continued heavy taxes for the low income 
and reduced taxes for the higher incomes.” * 

I do believe that heavy taxation of low incomes must continue during a 
period of $40 billion budgets.* This I did say in the article. I did not recom- 
mend a reduction of taxes upon higher incomes during the same period. 

On the contrary, I specifically doubted if high bracket surtaxes “should 
have been lowered at this grave juncture in international affairs.” My refer- 
ence was clearly to the 1948 Act; I hoped that this statement made the point 
that I was not recommending a further reduction of high bracket surtaxes at 
this time. In refusing to say categorically that these surtaxes should not be 
reduced, I was speaking in more eventual terms. For this purpose I stated 
arguments on both sides as fairly as I could, including in my discussion an 
expression of doubt whether high bracket taxpayers “sit on the front porch” 
when they reach a fairly high income level. 

Without referring to the estate and gift tax recommendations which my 
article presented in terms of their effect on incentive, Mr. Crown also pro- 
poses increased rates upon estates and gifts. My discussion originally con- 
cluded with a parenthetical suggestion that estate and gift tax rates could be 
increased and exemptions from these taxes lowered to compensate for the 
revenue lost by an experimental high bracket income tax reduction. I added 
that the 1948 Act “dealt a body blow to estate tax revenue ; and further amend- 
ments now being pressed in some quarters will virtually eliminate the tax if 
accepted by Congress.” 

Since estate and gift taxes are paid almost exclusively by high bracket tax- 
payers, I still doubt if high bracket taxpayers will think I was being over-kind 
to them at the expense of low bracket taxpayers. In any event, I was suggesting 


14 Tax L. Rev. 35 (1948). 

2 Crown, Critique of Paul’s “Cold War Taxation Policy,” 4 Tax L. Rev. 262 (1949). 

*Ttalics supplied. 

4I also recommended an expenditure policy which would add more to the purchasing 
power of low incomes than taxes would take away from that purchasing power. 


360 














DISSENTS AND CONCURRENCES 361 


this ultimate substitution of an increased estate and gift tax for decreased high 
bracket income tax because the estate tax is a much less discernible damper 
upon incentive than the income tax. I did not attempt a full-scale analysis of 
the revenue producing potential of these taxes. 

Since my parenthetical statement of estate and gift tax policy has been 
insufficiently understood, I hasten to reassure the readers of the TAX law 
Review that I deplore the 1948 estate and gift tax cuts. I also oppose further 
individual income tax cuts at this time, in the high as well as the low brackets. 
If additional revenue is required immediately from individual incomes, | favor 
increases in the middle and higher income tax brackets rather than the lower 
brackets. There would be a peculiar justice in the imposition of additional 
tax liability upon the middle and higher brackets, since they principally hene- 
fited from the split income provision of the 1948 Act. 

With this explanatory introduction, I reiterate the position taken in my 
article that taxes on the lower incomes cannot safely be reduced at this time. 
Mr. Crown points out that the revenue lost by low bracket income tax reduc- 
tion could be recovered by a corporate tax increase. I have publicly argued 
for an excess profits tax rather than an increase in the corporate income tax. 
The tax I had in mind would have raised an additional $3 billion from corpora- 
tions. I had not intended to cover the subject of corporate taxes in the original 
article in the Tax Law Review. But lest my silence be misunderstood, a few 
words on the subject are now in order. 

Unlike Mr. Crown, I envisage an increase in the corporate tax burden, not 
as a replacement for continued heavy taxes upon the low incomes, but rather 
as a source of additional revenues badly needed by the Federal Government. 
In my opinion this is no time for deficit financing or even break-even finane- 
ing. Our net national income is running at.an all-time high of $225 billion. If 
we cannot achieve a budgetary surplus with a record national income, even 
with our huge current budget, I think we had better be honest enough to 
abandon the whole idea of a compensatory budget. 

Mr. Crown’s basic recommendation is to transfer as much as $9 billion of 
the tax load from the low incomes to corporations on the ground that we 
should tax corporations—but not low incomes—as heavily in a cold war as 
in a hot war. For 1948, corporate profits before taxes will be approximately 
$34 billion, on which there will be a tax liability of $13 billion, leaving $21 
billion after taxes.° In effect, Mr. Crown proposes a tax of $22 billion ($13 
billion plus $9 billion) on corporate profits of $34 billion. He would take in 
taxes 65 per cent of total corporate profits, as compared with 54 per cent 
taken during the hot war year 1944. This would leave $12 billion of cor- 
porate profits after taxes, a dollar amount slightly in excess of corporate profits 
after taxes in the year 1944, 

Apart from equity, the damage that would be done by a corporate tax in- 


5 It may be as Professor Slichter contends, that these profits are overstated. I would put 
the overstatement at a smaller figure than Professor Slichter, say a maximum of $2 to 


$3 billion. 
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crease ° of this magnitude at this time should give pause to the best friends 
of the low income groups. [:xpansion plans—accumulated earnings, not the 
savings of high bracket individual income taxpayers, being the principal source 
of venture capital "—would dissipate almost overnight. Dividends to common 
stockholders, and many preferred stockholders—including many stockholders 
of moderate means—would be stopped in their tracks. If the increase took 
the form of an increased income tax, some corporations, to save themselves, 
would raise prices to fantastic new highs. Without price control this would 
he possible in many areas. The financial integrity of other corporations, 
notably railroads, public utilities, real estate corporations, and other corpora- 
tions subject to regulation or profit restriction would be put in serious jeopardy 
by an increased income tax. An excess profits tax with extremely high rates 
would be likely to weaken the resistance of business to inflationary wage in- 
creases and wasteful expenditures. In the end the chief sufferers from such a 
large increase in corporate taxes would be, not the big corporations which con- 
ccivably could achieve survival, but the small and new corporations and the low 
bracket income taxpayers Mr. Crowfi wants to help. The latter would gain a 
tax reduction, true; but this gain would be anemic comfort to the millions in 
this group who would no longer be taxpayers for the simple reason that they 
would be unemployed. 

Mr. Crown acknowledges that my article portrays the “critical plight of 
small and new businesses,” but “surprisingly” to him, I offer no tax recom- 
mendations to alleviate this plight. I should perhaps explain that my thought 
was less ambitious; my plan was not to solve, but merely to try to state, an 
important problem accurately so that we would tackle that problem affirma- 
tively instead of relying passively on the false remedy of high bracket surtax 
reduction. ‘ 

The capital problem of small and new business is bigger than a tax problem. 
Nor can the problem be solved simply by protecting small and new business 
from the throttling effect of “concentration of power in monopoly.” These 
are brave words, but the plight of small and new business extends beyond the 
area of monopoly. It has difficulty getting venture capital where there is no 
monopoly. We do not need tax relief for this segment of business so much 
as we need better machinery to provide a flow of venture capital into places 
where it is most needed. 

My “new look” at tax policy disappointed Mr. Crown. It will no doubt 
equally disappoint those who are trying to secure a reduction of the high 
surtax brackets by the specious argument that a reduction in these brackets 
is the only way we can get sufficient venture capital. 

—RanpotpuH E. Paut 
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6 If the increase took the form of an increased income tax, a rate of 70 per cent would 
probably be necessary. If the increase took the form of an excess profits tax, rates of 
at least 80 per cent would probably be required, and little margin would be available for 
small corporation exemptions. 

7 See Paul, Cold War Taxation Policy, 4 Tax L. Rev. 35, 44 (1948). 














Notes 


The Sunnen Case—A Logical Terminus to the “Issue” of Res 
Judicata in Tax Cases. On April 5, 1948, the Supreme Court decided Com- 
missioner v. Sunnen,’ reversing the Circuit Court * and the Tax Court * in so 
far as they had applied the doctrine of res judicata to the situation before them 
—a series of assignments, over several years, of the taxpayer’s interest in a 
number of contracts. Joseph Sunnen, the taxpayer-respondent, was an inven- 
tor and the president of Sunnen Products Company, a corporation which he 
controlled. At various times beginning with 1928, he licensed the corporation 
to manufacture the products covered by his patents, thereafter assigning his 
interest in the contracts to his wife as gifts. During the tax years involved, 
1937 to 1941, his wife received substantial payments under the contracts. Pay- 
ments under the 1928 contract were received only in 1937. 

The last named contract had been involved in litigation before the Board 
of Tax Appeals in 1935,‘ at which time the Board had held that payments 
under the contract were not taxable to the respondent. By application of the 
doctrine of res judicata, the Tax Court decided that the 1937 payments were 
likewise not taxable to him. However, despite the respondent’s contention 
that res judicata likewise applied to payments under the other contracts, the 
Court held those payments to be taxable to him. 

The Circuit Court affirmed the Tax Court as to the 1928 contract, and 
without passing on the question of res judicata, held that the other payments 
were not taxable to the respondent. 

The opinion of the Supreme Court, after a long discussion of the principles 
of res judicata, concluded that the doctrine did not apply to the contracts which 
had not been involved in the earlier litigation, because the decision as to the 
one was not conclusive as to the others, they not having been in issue. As to 
the 1928 contract, the Court found that, although there was identity of facts, 
there had been an intervening change in legal principle (the evolution of the 
Clifford-Horst line of cases), thus making inapplicable the doctrine of res 
judicata. 

By this decision, the Supreme Court has placed its imprimatur upon a line 
of reasoning which has slowly evolved in the lower courts, and has relegated 
the doctrine of res judicata to its proper, narrow application in the field of 
taxation. 

The rules of res judicata were crystallized by the Supreme Court about 
three-quarters of a century ago in Cromwell v. County of Sac,’ at a time when 


1333 U.S. 591 (1948). 
2161 F.2d 171 (C.C.A.8th 1947). 

36 T.C, 431 (1946). 

4B.T.A. Memo. Dkts. 64117, 69526, 74077. CCH 9016D (1935). 
594 U.S. 351 (1876). 
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federal income taxes were not iniposed.* The language used by the Court in 
describing the effect of a prior judgment upon subsequent litigation has been 
so widely quoted and paraphrased in tax cases involving the issue as to justify 
its being set forth at this point: 


. there is a difference between the effect of a judgment as a bar or estoppel 
against the prosecution of a second action upon the same claim or demand, 
and its effect as an estoppel in another action between the same parties upon a 
different claim or cause of action. In the former case, the judgment, if ren- 
dered upon the merits, constitutes an absolute bar to a subsequent action. . 

Sut where the second action between the same parties is upon a different 
claim or demand, the judgment in the prior action operates as an estoppel 
only as to those matters in issue or points controverted, upon the determina- 
tion of which the finding or verdict was rendered.” 


In the early years after the adoption of the income tax and the establish- 
ment of the Board of Tax Appeals (now the Tax Court),® there was much 
confusion in the application of the doctrine of res judicata to tax cases. In 
the early Board cases this resulted from doubts concerning the finality of 
decisions of the Board, a doubt eliminated by Congress in 1926. In cases 
arising in other courts, the application of the doctrine was limitea by the 
tendency of the courts to view taxation as a field to which res judicata could 
not be applied. 

In 1933, the Supreme Court in Tait v. Western Maryland Ry. Co.° settled 
the question of the application of res judicata to federal tax cases. In language 
similar to that of the Cromwéell case,’° the Court repeated the general doctrine 
there enunciated. After noting that the doctrine had repeatedly been applied 
by it in cases involving state tax cases, the Court stated: 


We are not persuaded that the operation of the principle of the thing ad- 
judged in tax cases will, as the petitioner insists, produce serious inequalities, or 
result in great confusion; but any adverse consequences in the administration 
of the law furnishes no sufficient reason for the abandonment of a rule 
founded in sound policy, to the enforcement of which suitors are in justice 
entitled." 


The confidence of the Court that operation of the doctrine of res judicata 
would not produce serious inequality or result in great confusion, was not 
shared universally. Thus, the Special Committee on Federal Taxation of the 





6 This is not to ignore the income tax law adopted during the Civil War and repealed 
shortly thereafter. 

794 U.S. 351-353 (1876). The Court’s use of the term “estoppel” should be noted. 
Courts and text writers frequently use “estoppel” or “secondary estoppel” in discussing 
this issue, in an attempt to get away from the term “res judicata,” which appears to 
have fallen into disrepute. 

8 The change in the title of the Board had no effect upon the finality of the judgments 
rendered. 

» 289 U.S. 620 (1933). 

10 Note 5 supra. 

11 289 U.S. 620, 624. 
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American Bar Association, in its report ?? to the 1937 meeting of the Associa- 
tion, commented on the Tait case as follows: 


As a result of this decision, if the taxpayer secures a decision of a court. 
even though not the Supreme Court, with respect to a particular income tax 
question which recurs in later years, he becomes entitled to the benefit, or 
subject to the burden, of the decision, even though it is later determined in 
other cases that the decision is wrong. This causes a lack of uniformity in the 
application of the law among the taxpayers and this result does not seem to 
be required by any fundamental principle involved in the doctrine of res 
judicata, The year litigated is of course closed by the judgment, but there 
seems to be no reason why the taxpayer should be treated more or less favor- 
ably in a later year than the law as finally determined warrants, merely because 
he had litigated about some previous year’s taxes. This point deserves further 
study to determine whether or not the principle of the Tait v. Western Mary- 
land Ry. Co. decision as applied to subsequent taxable years should be changed 
by legislation.** 


Similarly, Randolph Paul, deploring the “unquestionably undesirable lack 
of uniformity” ** of treatment accorded to litigating and non-litigating tax- 
payers, makes the broad statement that every issue which has been decided 
adversely must be appealed lest future hardship be incurred, and then con- 
cludes, “Thus, the basic purpose of res judicata is frustrated; litigation is 
stimulated instead of being lessened.” ** And Dean Griswold, in reviewing the 
effects of the application of res judicata, finds that, “To this battleground 
[taxation] res judicata brings no peace,” '* but rather tends to “perpetuation 
of mistake after error has been clearly shown.” 17 

The text writers are not alone in their objections to the application of the 
doctrine of res judicata to tax cases. Many of the reported cases, both those 
applying the doctrine and those rejecting it, indicate that the judges have at 
best mixed, and frequently confused, feelings with regard to the subject. 

The most important question in any discussion of “issues” in relation to 
res judicata is: “Which issues is the litigant precluded from contesting as a 
result of the prior judgment?” The broad principle enunciated in the Crom- 
well case and repeated in the Tait case is simple enough in statement; but its 
application has been far from simple. This holds true, although the vast 
majority of tax cases fall into the second Cromwell category, i.e., the later 
case involves a cause of action different from that in the earlier one.** The 


126] A. B. A. Rep. 821, 831 (1936). 

13 An examination of the reports of the American Bar Association for the years subse- 
quent to 1937 does not indicate that the Special Committee on Federal Taxation has 
made any determination on this question. In any event no recent report relating to this 
issue has been found. 

14 Pau, Res Judicata in Federal Taxation, in SELECTED STUDIES IN FEDERAL TAXATION, 
Second Series 104, 145-6 (1937). 

15 Jd. at 146. 

16 Griswold, Res Judicata in Federal Tax Cases, 46 YAuE L. J. 1320, 1357-8 (1937). 

17 [bid. 

18In two of the comparatively few cases falling into the first category described in 
the Cromwell case, the Court of Claims applied the doctrine of res judicata, saying 
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major pattern which emerges from the cases, with some minor variations, 
has been to restrict the application of the doctrine by a close scrutiny of 
whether the issues in the case being decided are identical with the issues 
previously presented and determined. It appears, moreover, that the courts’ 
objections to the doctrine have no relation to whether the Government or the 
taxpayer presented the plea. 

In the comparatively few cases where res judicata has been applied, the 
courts have consistently found that the issues of the second case were identical 
with those of the first. Thus, in Eva L. Griffiths ** the Commissioner at- 
tempted to avoid the application of res judicata by arguing that in the previous 
case the position taken in the notice of deficiency had been more limited *° 
than in the later one. This contention was overruled, the Court saying that 
since the facts and issues were the same, a mere change in the Commissioner’s 
position was not sufficient to take the case out of the doctrine. The extent 
to which the courts may go in applying the doctrine is seen in Cory v. Com- 
missioner." That case involved the taxability of certain trust income to the 
settlor under the Clifford rule. Between the first and second cases there had 
been a change in the status of certain beneficiaries.?* Despite this, the Court 
held the first case to be res judicata of the issues, saying that the change in 
status “would have no such legal significance as would prevent the doctrine 
of res judicata from having full application.” *° 

These two cases represent the exception rather than the rule in the applica- 
tion of res judicata. In the vast majority of cases distinctions have been drawn, 
rather than similarities found. While most of the distinctions have been quite 
clear, not all have been obvious to the naked eye. Thus, in Terre Haute Electric 
Co. v. Commissioner,** it was held that although cbsolescence and deprecia- 
tion were closely related, a decision as to depreciation was not res judicata as 
to obsolescence. And in Susanna Bixby Bryant* the fact that the issues 
involved were closely related, was not sufficient for the application of the 
doctrine of res judicata where the earlier case involved interest on city bonds, 
and the later case related to penalty payments on the same bonds. In this case 
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that the prior suit was res judicata as to “all matters and items that could have been 
raised and presented for decision in the first case,” (Chicago Junction Rys. & Union Stock 
Yards Co. v. United States, 10 F. Supp. 156, 159 (Ct. Cl. 1935)), and that it applied 
“not only as to such matters as were submitted to the Board but as to all other matters 
with reference to the taxes for these two years [1922 and 1923 were involved in the 
original and the subsequent litigation] which might have been presented.” (American 
Woolen Co. v. United States, 18 F. Supp. 783, 788 (Ct. Cl. 1937)). 

193 TCM 467 (1944), appeal (C) dismissed, 34 AFTR 1645 (1945). 

20 This case involved the question of community property. The Commissioner in his 
deficiency notice for the prior year had not contended that the income in question was 
taxable solely to the petitioner. 

21159 F.2d 391 (C.C.A.3d 1947), affirming 4 TCM 297 (1945). 

22 Two of the taxpayer’s sons were adults and had set up their own homes during the 
interval, while a third had attained his majority. 

23 159 F.2d 391, 395. 

24.96 F.2d 383 (C.C.A.7th 1938), affirming 33 B.T.A. 975 ie 

252 T.C. 789 (1943). 








 =-—. eS a ee a eae 











1949] NOTES ; 367 


also, the Court stated that although the issue of penalties as income could have 
been litigated in the earlier suit, it had not been, and, since the case fell within 
the second category described in the Cromwell case, res judicata could not 
apply. 

The circuit courts of appeals have on several occasions limited the applica- 
tion of the doctrine to the precise issues presented in the earlier litigation and 
have made it a point to express this limitation. Thus, in Britt v. Coimumis- 
sioner,*® although res judicata could not have been applied because the parties 
were not the same in the second case as in the first, the Court found it appro- 
priate to say: 


Moreover, our prior decision was limited to a single point, and we expressed 
no opinion as to the applicability of section 203(b)(3) upon which the Com- 
missioner now relies. . . . Our attention was not directed to section 200 
(b) (3) and we made no ruling upon its applicability to the facts.*’ 


And in Hartford-Empire Co. v. Commissioner ** the Court assumed arguendo 
that if the issue presented in the second case had been litigated and decided 
in the first, res judicata would have applied, and then stated “How far a 
decision upon a question of law can be an estoppel in a later action upon a 
different cause of action is a vexed question, but no one has ever suggested 
that it can extend to matters not actually litigated.” °° 

A particularly strong expression of judicial disapproval of the application 
of res judicata to tax matters, and of the limitations to be imposed upon its 
application, is to be found in the opinion of Judge Magruder in Pelham Hall 
Co. v. Hasset * where the following language appears: 


The matter should be put this way [to limit attacks upon prior judgments | 
only if the policy behind the doctrine of collateral estoppel by judgment is 
deemed to be so strong that the courts should be astute to give the doctrine 
the widest possible application. We believe, on the contrary, that particularly 
as regards questions of law in tax cases, collateral estoppel by judgment should 
be rather narrowly applied. To minimize the recurring hardship to the tax- 
payer or prejudice to the revenue (as the case may be), with respect to the 
taxes for all succeeding tax years, neither the taxpayer nor the government 
should be precluded from raising a relevant point of law unless it appears 
beyond doubt that the precise point was actually contested and decided (not 
merely assumed ) in the prior litigation.** 


26114 F.2d 10 (C.C.A4th 1940). 

27 Td. at 13. 

28 137 F.2d 540 (C.C.A.2d 1943), cert. denied, 320 U.S. 787 (1943). 

29 Jd. at 542. It may be noted that the “issue of law” under discussion was the cost 
of certain patents which the taxpayer had acquired from two of its predecessor 
corporations. 

80147 F.2d 63 (C.C.A.1st 1945). 

31 Jd. at 67. The opinion of the Court does not distinguish between “questions of law” 
and “questions of fact.” It is believed that very little will be gained by discussion of this 
frequently tenuous distinction. Accordingly, it is merely noted that the courts have 
long held that res judicata “does not apply to unmixed questions of law.” United States v. 

















368 TAX LAW REVIEW [ Vol. 4: 


The reluctance of the courts to apply res judicata to tax cases has shown 
itself not only in cases involving different tax years, as those described above, 
but has found expression as well in cases involving the same tax year. Thus, 
in Travelers Insurance Company ** the Commissioner asserted a transferee 
liability against the petitioner, a nominal party to the original action which 
had been decided against the Commissioner. The petitioner urged that the 
prior judgment was res judicata as to any liability which might be asserted 
against it. This contention the Court rejected, saying, “It may be that respon- 
dent could have asserted a claim against the stockholders of Northwestern 
| the original corporate taxpayer] as transferees in the prior proceedings, but 
he did not do so. A judgment is not conclusive of those matters as to which 
a party had the option to litigate but did not in fact litigate.” ** 

The apparent converse of this position is presented in three unrelated 
cases,** involving actions for refund of taxes, in which the taxpayer in each 
case presented a new issue in the second action. In each case the Government 
interposed the plea of res judicata, which was sustained. But in each instance 
it appears from the opinion that the plea was sustained, not on the principle 
of res judicata, but on the principle that splitting causes of action may not be 
permitted. 

Cases involving recurring situations present further illustrations of the 
concept that each tax year constitutes a separate cause of action. The most 
common example is the employment contract which is renewed from year to 
year. The cases * treating these contracts have rejected the plea of res 
judicata, not only because the issues involved were not the same in the second 
case as in the first, but also because the facts (i.e., the contracts of employ- 
ment being for different years) were different. Following the same reasoning, 
the courts have refused to apply res judicata in cases relating to margin trans- 
actions,** salary and rent,** leaseholds,** and trust income which the Com- 
missioner attempted to tax to the grantor.*® However, where a grantor pre- 


Moser, 266 U.S. 236 (1924); Art Metal Const. Co. v. United States, 13 F. Supp. 756 
(Ct. Cl. 1936) ; Blaffer v. Comm’r, 134 F.2d 389 (C.C.A.5th 1943). 

326 T.C. 753 (1946), aff’d, 161 F.2d 93 (C.C.A.2d 1947). 

336 T.C. 753, 756. See also Kjar v. United States, 69 F. Supp. 406 (Ct. Cl. 1947), 
where the Court refused to follow a fact finding of the Board of Tax Appeals, saying 
that the parties “are estopped to dispute only those facts determined in the previous pro- 
ceeding which were material to the determination of the issues presented therein.” 69 
I. Supp. 406, 408 (Ct. Cl. 1947). 

34 Guettel vy. United States, 95 F.2d 229 (C.C.A.8th 1938), cert. denied, 305 U.S. 603 
(1938) ; United States v. C. C. Clark, 159 F.2d 489 (C.C.A.5th 1947), cert. denied, 331 
U.S. 818 (1947) ; Western Maryland Ry. Co. v. United States, 23 F. Supp. 554 (D. Md. 
1938). 

35D. F. Strickland, 32 B.T.A. 804 (1935); Volunteer State Life Insurance Co., 
35 B.T.A. 491 (1937). A variant of this type-fact situation may be seen in Campagna 
Corporation v. Harrison, 135 F.2d 334 (C.C.A.7th 1943), involving contracts for the 
sale of merchandise. 

36 Snyder vy. Comm’r, 73 F.2d 5 (C.C.A.3d 1934), aff'd, 295 U.S. 134 (1935). 

37 Leicht v. Comm’r, 137 F.2d 433 (C.C.A.8th 1943). 

38 Harris-Emery Co., 37 B.T.A. 958 (1938). 

39 KE. T. Weir, 47 B.T.A. 974 (1942) Acq., 1943 Cum. Butt. 24. 











1949] NOTES ; 369 


sented no new evidence to show a change in the transaction subsequent to the 
first decision, the first decision was held to be res judicata of his tax liability.*° 

The disposition of the courts against res judicata has expressed itself in 
decisions relating to the presence or absence of proof in the original litigation. 
Thus, in Thomas Cusack Co.** the Board in rejecting a plea of res judicata 
made the point that the prior case had not decided the issue [the value of 
certain property], but that the Commissioner had only failed to sustain his 
burden of proof, and that, therefore, the principle of res judicata had no appli- 
cation.*? A further restriction on the application of the principle, and one that 
practically results in its negation, is found in 17. M. Argo.** In that case the 
taxpayer dissolved a corporation which he controlled, and transferred the 
assets to an ostensible partnership consisting of himself, his wife, and their 
children. In the first action the taxpayer sued to recover the amount of a 
deficiency assessment which he had paid, the assessment having been made by 
the Commissioner on the ground that there was no valid partnership. The 
case was tried before a jury, which found that the partnership was valid. 
When the Commissioner served a deficiency notice for subsequent years on 
the basis that the partnership was not valid, the taxpayer filed a petition in 
the Tax Court, claiming that the District Court judgment was res judicata 
of the issue. The Tax Court rejected this claim, setting up as a test, “Jn 
order to work an estoppel by judgment the facts, as well as the question in 
both cases must be the same, and if it is not known what the facts in both 
cases are, the rule does not apply.” ** 

It would appear, if the test set up by the Court in the Argo case were to be 
applied generally, that the whole purpose of res judicata that issues be not 
litigated a second time, would be lost in tax cases, since a litigant relying on a 
prior decision would not only have to establish the facts de novo in the subse- 
quent action, but would also have to establish that they had not changed. 

One of the factors frequently preventing the application of res judicata in 
tax cases is the “new situation” which arises between the first and second 
litigations, as a result of changes in the law applicable to the tax situation and 


40 Edwin J. Marshall, 29 B.T.A. 1075 (1934). 

4117 B.T.A. 1105 (1929). 

42 To the same effect are Harvey Coal Corporation v. United States, 35 F. Supp. 756 
(Ct. Cl. 1940) and W. D. Johnson, 1 T.C. 1041 (1943), appeal dismissed, 139 F.2d 491 
(1943). In Fremont C. Peck, 34 B.T.A. 402 (1936), appeal dismissed Nov. 18, 1937, 
the Board did not discuss the failure of proof, but found that the burden had shifted and 
that, therefore, res judicata did not apply. In several instances, however, res judicata was 
applied where the evidence was available during the first case but the litigant had 
failed to present it. Gillespie v. Comm’r, 151 F.2d 903 (C.C.A.10th 1945), cert. denied, 
328 U.S. 839 (1946), rehearing denied, 328 U.S. 880 (1946); Charles P. Leininger, 
29 B.T.A. 874 (1934), aff'd, 86 F.2d 791 (C.C.A.6th 1936) ; Robert H. Cory, 4 TCM 297 
(1945), aff'd, 159 F.2d 391 (C.C.A.3d 1946). 

433 T.C. 1120 (1944), aff’d, 150 F.2d 67 (C.C.A.5th 1945), cert. denied, 326 U.S. 762 
(1945). 

443 T.C. 1120, 1131 (1944). It should be noted in this connection that the recital of 
facts by the Tax Court indicates quite clearly that the facts probably were the same in 
both tax periods. . 
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arising out of: (1) state couri decisions, which are “facts” so far as the 
federal courts are concerned; (2) statutes or regulations; and (3) federal 
court decisions. 

It is old law that supervening factual changes obviate the application of res 
judicata in later litigation. The application of this principle to tax cases where 
the supervening fact is a state court decision, was settled in Blair v. Commis- 
sioner.*® In that case, the taxpayers, after suffering defeat in their first litiga- 
tion in the federal courts,*® made application to the state court for an inter- 
pretation of the trust instrument under which they operated. In what was 
obviously a friendly suit, they obtained a favorable judgment. In litigation 
involving succeeding years, the Commissioner relied on the first decision as 
res judicata of the issues. This contention was rejected by the Supreme 
Court,*? which found that the decision and decree of the state court “created 
a new situation” ** which made res judicata inapplicable. It is interesting to 
note, also, that the Supreme Court put to one side, as being without basis, the 
charge that the state court litigation had been collusive. 

In the following years the same type of situation was presented to the 
Board of Tax Appeals in F. W. Fitch *® and Estate of George H. Balzereit,*° 
each time with the same result." In the Balzereit case, the dissent of Judge 
Disney presents the interesting objection that the intervening state court de- 
cision, being the decision of an inferior court,®? should not be permitted to 
interfere with the application of res judicata. 

It was also recognized quite early by the Tax Court (then the Board of Tax 
Appeals) that changes in statutes constitute “new situations.” °° And the cases 
have accorded such recognition consistently.°* However, not every change in 
statute constitutes a “new situation,” and where the legislative history re- 
vealed that Congress’ purpose had been directed toward a situation different 


45 300 U.S. 5 (1937). A similar decision had been reached the year before the Blair 
case in Brooklyn Trust Co. v. Comm’r, 80 F.2d 865 (C.C.A.2d 1936), cert. denied, 
298 U.S. 659 (1936). 

4618 B. T. A. 69 (1929), rev'd, 60 F.2d 340 (C.C.A.7th 1932), cert. denied, 288 U.S. 602 
(1933). 

47 The Board of Tax Appeals had found for the taxpayer, 31 B.T.A. 1191 (1935). 
The Circuit Court of Appeals had reversed on other grounds, 83 F.2d 655 (C.C.A.7th 
1936). 

48 300 U.S. 5, 9. 

49 43 B.T.A. 773 (1941). 

50 46 B.T.A. 959 (1942). 

51 An odd variant of this situation is found in Eliza Anna Masterson, 1 T.C. 315 (1942), 
rev'd, 141 F.2d 391 (C.C.A.5th 1944). 

52 For a discussion of the weight to be given to lower court decisions, see King v. United 
Commercial Travelers, 333 U.S. 153 (1948), not a tax case. 

53 Gus Sun Booking Exchange Co., 9 B.T.A. 1197 (1928). 

54 Maltine Co., 5 T.C. 1265 (1945); Corrigan v. Comm’r, 155 F.2d 164 (C.C.A.6th 
1946); L. B. Foster, 8 T.C. 197 (1947) Acq., 47-1 Cum. Butr. 2. The doctrine has 
also been extended to apply to a change in regulations issued in conformity with a Supreme 
Court decision. Comm’r vy. Security-First National Bank, 148 F.2d 937 (C.C.A.9th 1945). 
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from the taxpayer’s, the statutory change did not operate to defeat the plea 
of res judicata.*® 

The doctrine of the Blair case was extended in Henricksen v. Seward,*® 
to make intervening federal court decisions “new circumstances” as defined 
in the Blair opinion,** the Court asking, “If the supervening state decision was 
a new fact, why are not the authoritative federal holdings also?” ** The 
Court recognized, however, that what was involved was a point of law, to wit, 
whether the taxpayer was engaged in manufacturing within the purview of 
the Revenue Act. The Henricksen holding was followed in a number of cases 
where specific issues of law were involved,*® on the principle that no party 
has a vested right in an erroneous decision. 

When the question of supervening federal court decisions finally reached 
the Supreme Court in the Sunnen case, the issue presented was not the effect 
of a specific decision limited in scope, but rather, the effect of general prin- 
ciples (the Clifford-Horst philosophy) which had developed. The Court 
recognized the validity of the criticism which had been levelled against the 
Tait decision in its new definition of the purposes of collateral estoppel. 
“ . . it is not meant to create vested rights in decisions that have become 
obsolete or erroneous with time, thereby causing inequity among taxpayers.” 

By clearly limiting the doctrine of res judicata to cases where “the legal 
matter raised in the second proceeding must involve the same bundle of 
legal principles that contributed to the rendering of the first judgment,” ™ 
the Court has rendered a signal service to all tax practitioners, whether they 
represent the Government or the taxpayer. 

—Henry S. SEttin * 


55 Estate of P. D. George, 8 TC. 867 (1947), aff'd, 165 F.2d 307 (C.C.A.8th 1948). 
Note should be taken of the Court’s statement ‘that the purpose of the legislation was 
to clarify the law, not to change it. 

56 135 F.2d 986 (C.C.A.9th 1943). 

57 The Henricksen opinion does not rely only on the Blair case, but is based in part 
on an analogy which the Court drew to the decisions of the Court of Customs Appeals 
which had never entertained the doctrine of res judicata. It should be noted that in 
doing so the Circuit Court overlooked the basis for the rule adopted by the Customs 
Court—that customs duties are part of an importer’s cost of doing business, and that 
application of res judicata in that situation would result in a competitive advantage, or 
disadvantage, to the importer who was an early litigant—an element wholly lacking in 
the usual income tax case. 

58135 F.2d 986, 988-9 (C.C.A.9th 1943). 

59 Blaffer v. Comm’r, 134 F.2d 389 (C.C.A.5th 1943) (whether a trust is a person 
for gift tax purposes) ; Monteith Bros. Co. v. United States, 142 F.2d 139 (C.C.A.7th 
1944) (whether the taxpayer was a manufacturer); Comm’r v. Arundel Brooks Con- 
crete Corporation, 152 F.2d 225 (C.C.A.4th 1945) (the basis of property for purposes of 
depreciation) ; Pelham Hall Co. v. Hassett, 147 F.2d 63 (C.C.A.1st 1945) (what consti- 
tutes a tax-free reorganization) ; Corrigan v. Comm’r, 155 F.2d 164 (C.C.A.6th 1946) 
(deductibility of expenses). 

60 333 U.S. 591, 599 (1948). 

61 333 U.S. 591, 601-2 (1948). 

*LL.M. (in Taxation) New York University, member of the staff, New York Office, 
Office of Alien Property, Department of Justice, formerly Research Associate in Taxation, 
New York University School of Law. i 
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Constructive Receipt of Income by Estates and Trusts Through Dis- 
tributions in Kind to Beneficiaries. A distribution in kind may have im- 
portant effects for an executor or testamentary trustee, because it may con- 
stitute a taxable realization of an increase in value of the property distributed, 
over its cost basis to the estate or trust, and may also have important effects 
for the distributees through altering their cost bases on subsequent dispositions 
of the property. In any case the crucial question is whether, in making the 
distribution, the property has in effect been sold or exchanged. And all such 
distributions involve the further question of constructive receipt of income 
by the estate or trust. 

The first case to take the view that on distributions in kind a taxable gain 
might be realized by the fiduciary was Suisman v. Eaton.’ The decedent 
Suisman left his residuary estate in trust and directed that the trustee pay 
“the sum of $50,000” to each of the decedent’s children when he or she became 
25 years of age. The will made no mention of payment in securities or other 
property. One child, Minerva, became 25 years of age in 1924. The trustee, 
with her consent and the consent of the other children, transferred to her, in 
full satisfaction of her legacy, shares of stock worth $50,025 and received $25 
in cash from her. Under the Revenue Act of 1924 the Commissioner collected, 
apparently from the trustee, a tax on the increase in value of such stock while 
held by the trustee. ; 

The Court, in holding that under the will Minerva “acquired an equitable 
right to receive the sum of $50,000 in cash from the general assets of the trust 
corpus, upon attaining the age of 25 years,” but not a right to any specific 
assets, said: 





The property which the trust estate received from the ‘sale or other dis- 
position’ of said stocks was the discharge of the corpus from Minerva's 
equitable right to receive $50,000 therefrom ; the amount realized, i.e., the ‘fair 
market value of the property (other than money) received,’ . . . was $50,000: 
and the excess of the amount realized over the basis was properly computed hy 
the commissioner, legally assessed as part of the taxable income of the trust 
estate, and the tax thereon was legally collected.? 


The Suisman case was followed in Kenan, Jr., Trustee v. Commissioner.’ 
Here the testatrix directed that her residuary estate be placed in trust, and 
that her niece upon reaching the age of 40 years should be paid $5,000,000 
therefrom. The will further provided that the trustees should have the right 
to “substitute for the payment in money, payment in marketable securities of 
a value equal to the sum to be paid,” the selection of the securities in any 
instance and the valuation of such securities to be “done” by the trustees. 

When the niece became 40 years old in 1935, the trustees paid her the 
$5,000,000 partly in cash and partly in securities. The greater part of the 


115 F. Supp. 113 (D. Conn. 1935), aff'd without opinion, 83 F.2d 1019 (C.C.A.2d 1936), 
cert. denied, 299 U.S. 573 (1936). 

27d. at 115. 

3114 F.2nd 217 (C.C.A.2d 1940), affirming 40 B:T.A. 824 (1939). 
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securities had been owned by the testatrix and transferred as part of her estate 
to the trustees; others had been purchased by the trustees. All the securities 
distributed had appreciated in value during the period in which they were held 
by the trustees. The Commissioner treated the distribution as a “sale or other 
disposition” of the securities, resulting in realization of taxable gain. 

In sustaining the Commissioner’s treatment of such appreciation in value 
as gain realized by the trustees and taxable to them, the Court said: 


In the present case, the legatee had a claim which was a charge against the 
trust estate for $5,000,000 in cash or securities and the trustees had the power 
to determine whether the claim should be satisfied in one form or the other. 
The claim, though enforceable only in the alternative, was, like the claim in 
Suisman v. Eaton, supra, a charge against the entire trust estate. If it were 
satisfied by a cash payment securities might have to be sold on which (if those 
actually delivered in specie were selected) a taxable gain would necessarily 
have been realized. Instead of making such a sale the trustees delivered the 
securities and exchanged them pro tanto for the general claim of the legatee, 
which was thereby satisfied. . . .* 


Under circumstances like those here, where the legatee did not take securi- 
ties designated by the will or an interest in the corpus which might be more 
or less at the time of the transfer than at the time of decedent’s death, it seems 
to us that the trustees realized a gain by using these securities to settle a claim 
worth $5,000,000, just as the trustees in Suisman v. Eaton, realized one.® 


Incidentally on the ground that the securities were a “capital asset,” and 
that the transaction was substantially equivalent to a sale of the securities and 
delivery of the proceeds to the legatee, the Court rejected the Commissioner’s 
contention on cross-appeal, that the gain should be taxed as ordinary income. 

In response to the contention raised before both the Board and the Court 
by Kenan and his co-trustee that double taxation would result, because the 
beneficiary’s cost basis would be the value at the date of death of the testatrix, 
the Board in reserving the question said: 


The beneficiary received a bequest of $5,000,000 in cash which could be 
paid in an equivalent of securities and did not receive a bequest of any securi- 
ties. Her acquisition of the securities was unlike that of a residuary legatee 
or heir whose title relates back to that of the testator and who is affected by 
any change in value of the property. There is reason to give the latter tax- 
payers the basis of value at the date of death of the testator. The situation 
of the beneficiary here is quite different and perhaps her basis is the value of 
the securities when she acquired them in satisfaction of her claim against the 
trust for cash or its equivalent. Perhaps then for the first time they were 
appropriated for such use and then for the first time she acquired any interest 
in them.® 


And the Court said: 


It seems reasonably clear that the property was not ‘transmitted at death’ 
or ‘acquired by bequest . .. from the decedent.’ Section 113(a)(5). It 


4114 F.2d 217 at 219 (C.C.A.2d 1940). 
5 Jd. at 220. 
640 B.T.A. 824 at 827-8 (1939). 
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follows that the fears of the taxpayers that double taxation of this appreciation 
will result because the legatee will take the basis of the decedent under 
Brewster v. Gage, 280 U. S. 327, are groundless. It is true that under Section 
113 (a) (5) the basis for property ‘acquired by bequest, devise or inheritance’ 
is ‘the fair market value of such property at the time of such acquisition’ 
and that under Brewster v. Gage, supra, the date of acquisition has been 
defined as the date of death of the testator. But the holding of the present 
case is necessarily a determination that the property here acquired is acquired 
in an exchange and not ‘by bequest, devise or inheritance,’ since Sections 117 
and 113(a)(5) seem to be mutually exclusive. The legatee’s basis would seem 
to be the value of the claim surrendered in exchange for the securities ; and the 
Board of Tax Appeals has so held. . . .’ 





In other words the Court predicated its decision squarely on the proposition 
that the distribution in kind made by Kenan and his co-trustee was an exchange 
with the beneficiary, so that the beneficiary must be deemed to have acquired 
the securities by exchange and not by bequest. 

In the interim between the decision of the Kenan case by the Board and its 
affirmance by the Second Circuit, the Board decided the case of Sherman 
Ewing,® which for the first time presented squarely the question of the cost 
basis to the legatee of securities received on a distribution in kind in satisfac- 
tion of a money legacy. 

The taxpayer, Sherman Ewing, was a legatee under a will which in terms 
provided for him a legacy of $300,000, but which further provided that the 
legacy might be “paid” out of securities owned by the decedent at his death. 
The legacy was satisfied partly in cash and partly by distribution of such 
securities. In 1934 the taxpayer soid some of the securities which had been 
so distributed to him. He thus realized a gain, if his cost basis was the value 
of the securities at the date of the decedent’s death, or a loss if it was their 
value at the date of distribution to him. 

The Commissioner contended that the securities were acquired by bequest, 
and that the cost basis was their value at the date of decedent’s death. The 
taxpayer contended that they were acquired by purchase at the date of dis- 
tribution and not by “bequest, devise or inheritance.” The Board found for 
the taxpayer, saying: 

The question which was reserved in the Kenan case, being here presented, 
we hold that, under the facts stated, the basis to the beneficiary for computing 
gain or loss on the subsequent sale of securities received in satisfaction and 
discharge of the legacy of $300,000 was their cost to him, i.e., the fair market 
value of such securities as determined on December 16, 1933, the date when 
petitioner acquired them from the executor. The legacy was general and not 
specific. The transaction by which the petitioner acquired the securities was a 
‘sale or other disposition.’ Sec. 111, Revenue Act of 1934; Suisman v. Eaton, 
supra. The securities were not ‘acquired by bequest, devise, or inheritance’ as 
provided by section 113(a)(5) of the Revenue Act of 1934.° 


7114 F.2d 217 at 220 (C.C.A.2d 1940). 

840 B.T.A. 912 (1939). 

9 Id. at 915; accord, Comm’r v. Matheson, 82 F.2d 380 (C.C.A.5th 1936), affirming 31 
B.T.A, 493 (1934). The Commissioner had petitioned the Circuit Court of Appeals, 
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Prior to the Board’s decisions in the Kenan and Ewing cases, but in com- 
plete accord with their doctrine, the Bureau had ruled in I. T. 3316%° that 
where transfers of stock were made in 1935, 1936 and 1937 by testamentary 
trustees to an annuitant in satisfaction of annuity payments provided for in 
the will, and such transfers were made at a price in excess of the cost basis 
of the stocks in the trustees’ hands, a capital gain resulted to the trust, mea- 
sured by the difference between the cost basis of the stocks in the hands of 
the trustees and the amount of the obligation satisfied by the transfer. 

In support of its ruling the Bureau cited the Suisman case and observed that : 


In the case of Betty Rogers et al. v. Commissioner (103 Fed. (2d) 790, affirm- 
ing 37 B. T. A. 897, the court held that the conveyance of property in con- 
sideration of the cancellation of a debt was a ‘sale’ of property and that the 
transaction resulted in a capital loss. 


In the case of W. Hamilton Spedden, Executor,* the executor went 
through the form of selling all the assets in the estate, except specific bequests 
and devises, and reported such “sales” as having been made pursuant to the 
explicit directions of the will. Holding the estate liable for tax on the gain 
realized through the ostensible sales, the Board said: 


The will made certain specific devises and bequests of property to the testa- 
tor’s wife. Such property, so far as the record in this proceeding discloses, 
was turned over to her and is not now in controversy. The will is unam- 
biguous and directs the executor in no uncertain terms ‘to sell at either public 
or private sale’ ‘all of the rest and residue’ of the property, and to use the 
‘proceeds arising therefrom’ in paying certain specific legacies, all of the 
balance to be given to the wife as residuary legatee. 

The manner adopted by the executor and the residuary legatee for carrying 
out the will of the testator was apparently’ both a legal and a convenient one. 
It was duly approved by the judges of the Orphans Court and literally com- 
plied with the terms of the will. In effect the executor sold the remaining 
property, just as his reports stated, to the residua.y legatee at the market price 
then obtainable. Instead of requiring her to pay him the market price for the 
property and immediately paying over to her the same amount, which she 
was entitled to receive as the residuary legatee, the simple expediency was 
adopted of handling the entire transaction by bookkeeping entries or by 
counter-charges and credits. 

Petitioner’s contention that the residuary legatee ‘was entitled to receive 
all of the remainder of decedent’s estate’ and that it ‘belonged’ to her is not 
only at variance with his own reports and the interpretation of the court 


Second Circuit, for review of the Ewing decision, and announced his non-acquiescence 
(1940-1 Cum. Butt. 6). It is significant to note, however, that after the Second Circuit 
had observed in the Kenan case (as quoted above) that “The legatee’s basis would 
seem to be the value of the claim surrendered in exchange for the securities” (citing the 
Ewing case, which had by that time been decided by the Board), the Commissioner with- 
drew his prior non-acquiescence and acquiesced in the Ewing decision (1941-1 Cum. 
Butt. 4) and the petition for review was accordingly dismissed on January 11, 1941 upon 
the consent of the Solicitor General, P—H {61,022 (1941) 

10 1939-2 Cum. Butt. 186. 

11 B.T.A. Memo. Dkt. 90,256. P-H 39,038 (1939). 
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appointing him, but is wholly unsupported by any cited cases, and, we think. 
is untenable. It must be held, therefore, that petitioner, as directed by the will 
of the testator, sold the property of the decedent, other than that specifically 
devised or bequeathed by the will.** 





The Suisman, Kenan and Ewing decisions and I. T. 3316, above discussed, 
deal with the effect of certain distributions in kind as imposing tax liabilities 
upon decedent estates and testamentary trusts or upon dstributees, all with 
reference to section 113 (a) (5) of the Code and its corresponding regulation. 

We find no similar decisions with respect to distributions in kind by trustees 
of inter vivos trusts. The probable reason for such lack of authority is that 
in such trusts provisions for cash gifts are made less frequently. Distributions 
from such a trust are usually in the nature of residual distributions and sec- 
tion 113(a)(3) of the Code [or section 113(a)(2), as the case may be] 
should generally be applicable to an outright distribution in kind to the sole 
remainderman of such a trust. Section 113(a)(3) [or section 113(a) (2) | 
seems equally applicable where a group of remaindermen receive in aliquot 
proportions the same kind or kinds-of property from such a trust. 

The most recent decision applying the doctrine of the Suisman and Kenan 
cases (and inferentially the doctrine of the Ewing case) appears to be Brinck- 
erhoff v. Commissioner.* In this case the testatrix directed that certain prop- 
erty be sold when in the judgment of her executors such sales would be ad- 
visable, and that the proceeds be divided among four nephews and nieces. 
The executors qualified in 1921 and held the property until 1928 when they 
conveyed it to a corporation, which immediately issued to each of the nephews 
and nieces 250 shares of its capital stock in lieu of his or her share of the 
proceeds of a sale of the property, and in consideration therefor the nephews 
and nieces released the executors from liability to pay them the proceeds of 
sale as provided in the will. 

The corporation was dissolved in 1941 and conveyed the property as a 
liquidating distribution to the four nephews and nieces. It was held that in 
computing gain or loss from this liquidating distribution, the nephews and 
nieces were not taxable upon the increase in value of the property from the date 
of the testatrix’s death, in 1921, to the date on which they received the stock, 
in 1928. The Circuit Court of Appeals said: 


We agree with the determination of the Tax Court that though the shares 
were directly issued to the legatees, the substance of the transaction was the 
same as if they had been first issued to the executors who in turn transferred 
them to the legatees, for the executors achieved the same dominion over the 
shares and achieved the same result as though they had taken two steps instead 
of one. 


12 Tt is difficult to reconcile the Spedden decision with such cases as United States v. 
Davison, 1 F.2d 465 (D. C. W. D. Pa. 1924), aff'd, 9 F.2d 1022 (C.C.A.3rd 1926), 
cert. denied, 271 U.S. 670 (1926) ; and American Security & Trust Co. v. Tait, 5 F. Supp. 
337 (D. C. Md. 1933), overruling B. F. Saul (mis-cited as West Corp., 4 B.T.A. 629), 
4 B.T.A. 639 (1926), holding that in a pre-arranged chain of consecutive transactions or 
formalities, the intermediate steps should be disregarded for income tax purposes. 

13 168 F.2d 436 (C.C.A.2d 1948), affirming 8 T.C. 1045 (1947). 
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A transfer of property by the executors to the corporation accompanied 
as it was by a theoretical receipt by the executors of the stock of the corpora- 
tion which they then owned or controlled was a tax-free transaction under 
the provisions of Section 112(b)(5) of the Code. A tax liability however 
arose against the executors when the stock was transferred to the taxpayers 
in exchange for a release of their claims as legatee-beneficiaries to the cash 
proceeds which the executors would have realized had they instead exercised 
the mandatory power of sale given them under the will. We have heretofore 
held that the use of the executor of property of the estate to satisfy a legatec’s 
claim for a cash payment is a taxable transaction in which gain or loss of the 
estate is to be recognized to the extent of the difference between the estate’s 
basis and the value of the cash liability satisfied. Kenan v. Commissioner of 
Internal Revenue, 2 Cir., 114 F. 2d 217; Suisman v. Eaton, D. C., D. Conn., 
15 F. Supp. 113, affirmed Suisman v. Hartford-Connecticut Trust Co., 2 Cir.. 
83 F. 2d 1019, certiorari denied Id., 299 U. S. 573, 57 S. Ct. 37, 81 L.. Ed. 422; 
Cf. Commissioner of Internal Revenue v. Matheson, 5 Cir., 82 F. 2d 380. 
Thus the basis of the shares of stock which the taxpayers received is not the 
value of the realty at the time of the death of the testatrix but the value of 
their claim to the proceeds of a sale which they exchanged for the stock. 

It is argued that the three decisions we have cited immediately above do 
not apply because they involved only cash legacies of fixed amounts and the 
executor in such cases had control of the general estate which fluctuated in 
value in his hands while the legatee was unaffected in the amount of his 
recovery by the fluctuations. But the facts here involve no legal distinction 
since the taxpayers had no interest in the real estate during the period of its 
increase in value but only in such cash as they might receive from the exercise 
of the executors’ power of sale. The real estate itself belonged to the executors 
in trust who retained the title until it was disposed of through the stock trans- 
actions we have described. The present case is therefore to be distinguished 
not from other legacies which are of a fixed amount in cash but from gifts 
under a will of property which belongs as such to the legatee. The fact that 
the ultimate value realized by the taxpayers in the present case depends upon 
the fluctuating value of the property devised to the executors does not affect 
our conclusion; this aspect was definitely present and indeed was discussed 
by Mr. Justice Cardozo in Anderson v. Wilson, 289 U. S. 20, 27, 53 S. Ct. 
417, 77 L. Ed. 1004. There, as here, a trust estate intervened before the bene- 
ficiaries could realize anything so that the estate and not the beneficiaries was 
held to be affected for tax purposes by any increase or decrease in the value 
of the property before its final disposition. That the property in the case at 
bar was not sold for cash but was exchanged for the legatee’s claims to the 
proceeds is not significant as we have already shown."* 


A word should be added regarding pro rata distributions which involve 
both allocation and valuation. Let us suppose that an executor or trustec 
allocates and distributes different kinds of property at specified valuations to 
various members of a group of legatees or remaindermen, and that at the 
time of distribution the values of the property distributed to the several bene- 
ficiaries are equal or in the proper ratio, but that the cost bases of the property 
distributed to the several beneficiaries are not identical, so that if all the hene- 
ficiaries were to sell the property at the specified valuations, they would realize 
gains or losses in varying amounts. 


147d. at 440. 
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Each legatee or remainderman should have the same cost basis if his share 
is to be in equal proportion to the others, and how can the fiduciary effect such 
equalization except by an actual or constructive sale of the property? On 
such a sale taxable gain would necessarily be realized by the fiduciary. In 
most instances, equality in treatment of the beneficiaries can be reconciled with 
a distribution in kind only by treating the distribution as a constructive “‘sale 
or other disposition” of the property on which the taxable gain will be realized 
by the fiduciary. Following the Ewing case rule, the cost basis of the dis- 
tributed property to the beneficiary would be the value at the date of distribu- 
tion and not “the same as it would be in the hands of the grantor” or the value 
at the time of “acquisition” as contemplated by section 113(a) (3) and (5). 

Because of the dearth of authority on this phase of distributions in kind 
in trusts and estates, the tax practitioner will do well to tread lightly when 
confronted with the problem of a fiduciary who is about to make distribution 
in kind in lieu of cash, or who is about to allocate and distribute a remainder 
or residual interest in different kinds of property at specific valuations. 

—Cuartes A. Roserts and Ropert O. Mutter * 


Sale of Stock or Purchase of Assets. A is an individual owning all the 
stock of B, a corporation which has no assets or liabilities other than a build- 
ing and its capital stock. Another individual, C, desires to purchase this build- 
ing at its present fair market value, a figure far in excess of both its adjusted 
basis in B’s hands and the basis of the B stock in A’s hands.* 

It is quite clear that if B sells the building directly to C, and thereupon 
distributes the net proceeds of sale to A in liquidation, both B and A will 
realize gain. Furthermore, the reasoning of the Supreme Court in the Court 
Holding Co. case,’ as interpreted by subsequent decisions of the lower courts, 
makes it possible, if not highly probable, that the same so-called “double tax” 
will be imposed, even though B distributes the building in liquidation to A 
prior to the consummation of the sale to C.° 

Assuming that C is willing to take the risk of unknown prior corporate 
liabilities, or is able to secure indemnity from A against such liabilities, there 
is, of course, a third way in which he can acquire the building: C will merely 
purchase from A all of the stock in B, and then proceed to liquidate B.* 








* Of the New York Bar; members of the firm of Roberts, Austin, Muller & McCook. 

1 For purposes of brevity, the letters A, B, and C will be used whenever possible 
throughout this Note to symbolize the following relationships: A—Vendor stockholder ; 
B—The liquidated or vendor corporation, as the case may be; C—The vendee of the 
stock or the assets, as the case may be. 

2Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

3 Generally speaking, the reasoning runs something like this. If A conducts negotiations 
for the sale of B’s assets, and in so doing may be held to be acting on B’s behalf, after 
which B then distributes the assets in liquidation to A, who thereupon proceeds to sell 
these assets to the very same individual or entity with whom the earlier corporate 
negotiations had been carried on, the Commissioner is justified in holding that the sale 
was, in substance, made by B. 

* Any agreement for the sale of 4’s stock to C must be very carefully drafted so that 
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A will naturally realize gain on the sale of the stock to C. /s it possible 
that B may also realize gain on the same sale, and that we are therefore con- 
fronted with the same “double tax” which is inherent in the two earlier sales? 
It is with this question that this Note is primarily concerned.° 

There is ample authority for the contention that these two steps by C[ (1) 
the purchase of stock in B, and (2) the liquidation of B] are to be regarded 
for tax purposes as a single transaction, a purchase of assets by C, with no 
gain or loss being realized by C on the liquidation. Contrasted with this, if 
the liquidation is regarded as a separate transaction,® C will realize gain or 
loss on the liquidation.” 


CASES 


In Prairie Oil & Gas v. Motter,® the specific question before the Court was 
the cost basis in C’s hands of the assets acquired. The Treasury contended 


under no circumstances will it be construed as in fact a sale of corporate assets by 
B to C. In Forest Glen Creamery Co., 41 B.T.A. 89 (1940), aff'd, 123 F.2d 522 (C.C.A.7th 
1941), the corporation as such had entered into the negotiations, and consented to the 
transaction. The instruments there involved were so worded that the Court construed 
them as being in fact contracts by the corporation to sell its business and assets, rather 
than agreements by A to sell stock. 

5 Sec. 129 of H. R. 6712 (a bill passed by the House containing some eighty technical 
amendments to the Internal Revenue Code, which were under consideration during the 
past session of Congress) provides that no gain or loss shall be recognized from the 
sale of corporate property, if prior to the sale the corporation has adopted a written 
plan of complete liquidation, of which the Commissioner is notified, within 30 days of 
adoption thereof, and if within twelve months all the assets are distributed except reason- 
able amounts to satisfy contingencies. The presence of such a provision in the I.R.C. would, 
of course, completely eliminate the “double tax” of the first two methods of sale and 
therefore any necessity for resorting to the third; but we may well speculate as to the 
treatment which H. R. 6712 will be accorded in the hands of the Eighty-first Congress. 
This provision is in line with a suggestion to be found in 1 Raskin & JoHNSON, FEDERAL 
Income, Girr AND Estate Taxation 1315 (1946), to the effect that this “double 
tax” should not be imposed where the corporate entity is not required to consummate 
the taxable transaction. In other words, where a corporation is acting as a mere receptacle 
for the appreciation of property, that corporation should realize no gain or loss whether 
the sale of assets is made prior or subsequent to liquidation. 

6 It is quite clear here that B can realize no gain on the distribution of its assets in 
kind in liquidation to C. Reg. 111, Sec. 29.22(a)-20 provides, in part, as follows: 

“No gain or loss is realized by a corporation from the mere distribution of its assets 

in kind in partial or complete liquidation, however they may have appreciated or depre- 
ciated in value since their acquisition.” 
Despite this provision the Treasury has recently made just such a contention in J. T. S. 
Brown’s Son Co., 10 T.C. 840 (1948) Acq. The Tax Court there summarily disposed 
of this contention with the above regulation. In this same case C had sold the assets 
to an outsider shortly after liquidating B, and the Commissioner had asserted an alterna- 
tive deficiency against B based on the theory that this later sale had in substance been 
made by B. Noting that B had in no way participated in this sale, the Court also held 
for the taxpayer on this issue. 

7 As a practical matter, however, this will not often happen, in that the cost basis of 
the B stock in C’s hands is generally exactly equal to the fair market value of the 
building on the date of liquidation. f 

8 Prairie Oil & Gas Co. v. Motter, 66 F.2d 309 (C.C.A.10th 1933). 
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that the two steps were independent and that, under the provisions of the 
applicable Revenue Act, the liquidation of B by C constituted a tax-free 
reorganization,® thus compelling C to carry over B’s low basis in the assets 
transferred. The Court there held that the two steps were part of a single 
transaction in which C had purchased assets, and that C was entitled to the 
higher basis equal to the purchase price of the B stock. 

The Court in reaching this conclusion used language indicative of a feeling 
that no gain or loss need be realized by B on the sale.*° This is noteworthy 
as pointing up the factor that is the root of this whole problem: if we deter- 
mine that C has purchased assets, must it follow that someone has sold assets, 
or is it possible for tax purposes, to regard this transaction as a purchase of 
assets by C and a sale of stock by A? 

It would seem that at least this Court was not shocked by the latter result. 
As a matter of fact, in most such sales this is the real substance of the trans- 
action—A never intends to sell anything but stock, while C intends to pur- 
chase assets only. 

In Ashland Oil & Refining Co.“ the Treasury claimed that there was a 
separate purchase of stock by C and a subsequent liquidation on which C 
realized taxable gain.’” The question of the basis of the assets in C’s hands 
was also in issue. The Court here again held that the transaction should be 
viewed as a whole, that the purchase of stock was merely a step in the acquisi- 
tion of the corporate assets, and therefore, that C had realized no profit on 
the liquidation, and that C’s basis for depletion was the cost of the stock to it. 

On the same day that it decided the Ashland Oil Refining Co. case the Sixth 
Circuit handed down a decision in the Gendron Wheel Co. case,** in which B 
was claiming a deductible loss on the theory that it had in substance sold 
assets to C. In holding that B was not entitled to the loss, the Court dis- 
tinguished the Ashland case with a finding that in fact there had been a pur- 
chase of stock followed by a liquidation. 

In Barton“ the Treasury again contended that C could not realize gain or 
loss on the liquidation of B. A period of one year had elapsed between the 
stock purchase and the liquidation, and there was apparently no substantial 
evidence of an intent by C to dissolve B upon obtaining control. In holding 





®If C is a corporation, as was the case in this and most of the other instances dealt 
with in this Note, such a liquidation will generally constitute a tax-free liquidation of a 
subsidiary by its parent under section 112(b)6 of the present I.R.C., which will, of 
course, compel C to carry over the subsidiary’s low basis in the assets acquired, unless 
we can regard the liquidation as part of one preconceived plan. 

10In that it was not necessary to the decision, this language, which is found on page 314, 
must be regarded as pure dictum. It is further weakened by the fact that it was prior 
in point of time to the Court Holding Co. case. 

11 Ashland Oil Refining Co. v. Comm’r, 99 F.2d 588 (C.C.A.6th 1938), cert. denied, 
306 U.S. 661 (1939). 

12 The facts here were such that the fair market value of the corporate assets on the 
date of liquidation was substantially in excess of the cost of the stock to C. 

18 United States v. Gendron Wheel Co., 100 F.2d 57 (C.C.A.6th 1938). 

™ Barton, Thomas V. & Grace M., B.T.A. Memo. Dkt. 95518. _P-H {764,290 (1940). 
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for the taxpayer, the Board distinguished the Ashland case on its facts, and 
held that C intended to and did purchase stock, not assets. 

In Koppers Coal Co.* C was a corporation which had purchased from 4 
the stock of B (six other corporations) in order that it might transfer the 
physical properties of B to its newly-formed subsidiary. Immediately prior 
to selling the stock, A had stripped B of all but the desired properties. The 
Tax Court relied on the Ashland case to hold that the several transactions 
there involved were in fact but a series of steps carrying out a definite pre- 
conceived purpose, namely, to acquire only the physical properties of B, and 
might not be treated separately. The basis of the properties to the subsidiary 
was held to be the parent’s cost of the stock.*® 

In Kimbell-Diamond Milling*" C’s property had been destroyed by fire 
and the proceeds of insurance thereon used to purchase all the stock of B, a 
corporation which owned similar property; whereupon C had immediately 
liquidated B. 

In addition to contending that the gain resulting from the involuntary con- 
version was taxable because the insurance proceeds had not been used to 
obtain control of B in conformity with section 112(f), the Treasury main- 
tained that the basis of the replacement plant was the adjusted basis of the 
destroyed property, plus the added capital used in the purchase of the assets, 
as provided in section 113(a) (9). The Treasury claimed, on the second issue, 
that in substance C had purchased the assets of B rather than the stock in 2, 
and in support of this argument advanced the Ashland decision. lf, as C 
contended, the liquidation was to be regarded as a separate transaction, it 
would be a tax-free liquidation of a subsidiary by its parent under section 
112(b) (6), and under section 113(a)(15) C would carry over B’s basis 
in the assets. 

The Tax Court held for the taxpayer on the first issue, and expressly re- 


15 Koppers Coal Co., 6 T.C. 1209 (1946). 

16 For a recent memorandum opinion by the Tax Court in this connection, see Peoples 
Water and Gas Co., T.C. Memo. Dkt. 11837. P-H 74,483 (1948), in which the Com- 
missioner contended that the assets had been acquired in a tax-free reorganization between 
the taxpayer and B, and that, therefore, the taxpayer’s basis for depreciation and for 
measuring loss from the subsequent sale of some of the properties was the same as that 
of its predecessor. C, the taxpayer’s parent, had purchased the stock of 2 (three water 
companies) and organized the taxpayer corporation to operate these companies. An 
agreement provided for the issuance of bonds and preferred stock by the taxpayer to 
B in exchange for the assets. The properties were transferred by B to the taxpayer who, 
pursuant to B’s instructions, issued its bonds and stock to C. The decision uphcld the 
taxpayer’s contention that there was no reorganization and that therefore the taxpayer’s 
basis in the properties transferred was the price paid by C for the B stock. The Court 
relied on the Ashland, Koppers Coal Co. and Prairie Oil and Gas decisions as authority 
for holding that C’s purchase of the B stock was but one step in a preconceived plan to 
purchase assets. Furthermore, the alleged reorganization lacked continuity of interest, 
since the original stock in B had been purchased by C for cash. In this general connec- 
tion, see also Illinois Water Service Co, 2 T.C. 1200 (1943) Acq.; and Harvey Amuse- 
ment Co., 1 TCM 231 (1942). 

17 Kimbell-Diamond Milling, 10 T.C. 7 (1948) Acq. 
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fused to rule on the second because it had not been set forth in the deficiency 
notice, but was raised by the Commissioner only as an affirmative defense in 
his amended answer. 

The language of the opinion, however, gives every indication that the Com- 
missioner’s views on this issue would have been accorded sympathetic con- 
sideration by that Court had they been correctly raised. This is particularly 
significant in view of the fact that in each of the heretofore cited cases (Ash- 
land, Prairie Oil & Gas, and Koppers Coal Co.) the assets were acquired by 
C during a taxable year to which neither section 112(b) (6) nor section 113 
(a)(15) was applicable.** While the sounder view would seem to be that 
the rule of the above cases would be equally applicable to a similar transaction 
arising at a time when these sections were a part of the law, a fairly substantial 
argument may be made to the effect that, at least in so far as they deal with the 
liquidation of a subsidiary by its parent in conformity with section 112(b) 
(6), these cases have been sterilized by the enactment of that section and its 
basis counterpart, section 113(a) (15). 


PRESENT TREASURY POLICY 


In the majority of cases dealt with herein the courts have been required 
only to rule on C’s position. However, the Treasury, disturbed by its recent 
lack of success in extending the Court Holding Co. doctrine as well as the 
apparent ease with which corporate taxpayers in C’s position are able to 
obtain a basis in the assets transferred equal to the purchase price of the 
stock (rather than the often fully depreciated basis of those assets in B’s 
hands), has now turned its attention in this sort of case to B. There are at 
this time a number of pending cases beforg the Tax Court and within the 
Bureau, in which the Treasury is contending that a purchase of assets by C 
necessitates a recognition of gain by B. 

In a recent Tax Court decision, The Steubenville Bridge Co.,*° C was a 
syndicate which contracted to sell the assets of B to the State of West Vir- 
ginia. Thereupon, C proceeded to obtain from A options to buy all the stock 
in B. C purchased all the B stock through the exercise of the options. There- 
after C liquidated B and sold the assets in compliance with the prior contract. 

The Commissioner contended that the acts of A prior to the sale of all the 
stock in B to C and the immediate liquidation of B by C, followed by the sale 
by C of the assets received in liquidation to the State, constituted a sale by B 
or those assets to the State; and, accordingly, assessed a transferee liability 
in the alternative against both A and C for B’s tax on the gain resulting from 
such sale. 

On the ground that prior to the sale of stock to C, A had taken no action in 
the form of negotiation or otherwise, which could be construed as a step in 
the sale of the assets to the State, the Court held that the sale had not been 
made by B. 

18 The present section 112(b)(6) first appeared in the Revenue Act of 1935, while 


section 113(a) (15) came in with the 1936 Revenue Act. 
19 Steubenville Bridge Co., 11 T.C. No. 96 (1948). 
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The following language does not appear to have been necessary to the 
decision, but in view of the principle of the cases cited therein, and the nature 
of the question which was put to the Tax Court for decision in this case, it 
does seem, at the very least, to foreshadow a feeling by that Court that a pur- 
chase of assets by C does not necessarily involve a sale of assets by B: 


In attempting to procure the assets of the corporation by obtaining all of the 
corporate stock, the syndicate was taking a step that has been repeatedly recog- 
nized as proper and legal. See Koppers Coal Co., 6 T. C. 1209; Commissioner 
v. Ashland Oil & Refining Co., 99 Fed. (2d) 588; and Prairie Oil & Gas Co. 
v. Motter, 66 Fed. (2d) 309. 


CoNCLUSION 


If we hold that C has in substance purchased assets, it should follow that 
B, the only member of the triumvirate who ever had assets available to sell, 
has made this sale, and thereupon distributed the net proceeds to A in liquida- 
tion, with the result that both B and A realize gain.*® The difficulty with such 
reasoning is that A has actually sold stock, and in most instances he very 
definitely intended to sell stock.*? Illogical though it may appear, perhaps the 
only equitable solution is to be found in the dictum of the Prairie Oil & Gas 
decision, to the effect that a purchase of assets by C does not necessitate the 
recognition of gain or loss by B. This dictum admits the possible existence 
of contrary intentions on the part of A and C. 

At any rate, in the absence of further clarification of this problem, either 
by the judiciary, statutory amendment, or some clear statement of Bureau 
policy, C will always be well advised to obtain from A complete and adequate 
indemnification covering not only prior corporate liabilities, but also any 


corporate tax liability which may have arisen out of the sale itself.** 
—Jonn A. Kinc * 


20 If this interpretation of the transaction is followed to its logical conclusion, A becomes 
liable as a transferee for B’s tax liability in that he is a distributee of the proceeds of 
the sale by B. In that C is a purchaser for full value of the corporate assets, it is difficult 
to conceive of any sound reason for holding him liable as a transferee for B’s tax 
liability. However, there is little doubt of the fact that in this sort of situation the Com- 
missioner will invariably endeavor to saddle both A and C with the transferee liability. 
See Magill, Sale of Corporate Stock or Assets, 47 Cor. L. Rev. 707 (1947). 

21 Tt should be noted that up to this time the Treasury has not contended in any decided 
case that because C has purchased assets, B has realized gain, and that the inference 
to be drawn from the Gendron Wheel Co. decision is the closest any Court has as yet 
come to this sort of a holding. 

22In the Ashland case, despite the fact that only C was before the Court, it was 
found that all parties concerned had intended to sell assets only. In the presence of such 
a holding it is impossible to avoid the conclusion that B realizes gain or loss on that 
sale. Incidentally, the fact that in the Ashland case there was no evidence of P’s having 
paid any tax on this gain, was the basis of a rather well-reasoned dissenting opinion by 
Judge Hamilton. 

* Graduate Editor, Tax Law Review. 
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Among the numerous changes 
wrought by the 80th Congress was 
an cnlargement of the scope of review 
of Tax Court decisions. Previously 
such decisions could be modified or 
reversed on appeal only if the cases 
presented recurring combinations of 
legally significant facts," but they are 
reviewable now to the same extent 
as the decisions of a district court 
judge sitting without a jury.’ 

This alteration in the scope of 
review was the second one effected 
in the last five years. Commencing 
with the Dobson case*® in 1943, the 
Supreme Court had steadfastly ad- 
hered to a policy of restricting the 
scope of review of Tax Court de- 
cisions. llowever meritorious the 
results of this policy may have been, 
few would doubt that it had failed to 
obtain the approval of tax practi- 
tioners. In fact, it may be said that 
it was the very merits of the restric- 
tion which had aroused dismay and 
consternation on the part of the tax 
bar! Yet, far from being irrational, 
the cause of this polarity may be 
found in highly practical considera- 
tions. 

Since the prior statutory formula 


1 See note 20 infra. 

2 T.R.C. §1141(a) as amended by Pub. L. 
No. 773, 80th Cong., 2d Sess. §36 (June 25, 
1948). 

% Dobson v. Comm’r, 320 U.S. 489 (1943). 
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provided that only errors of “law” 
might be reviewed on appeal,* the 
limitation was accomplished verbally 
by expanding the category of factual 
determinations at the expense of the 
legal category. Concomitantly, the 
peripheral area in which the predic- 
tion of the consequences of tax plan- 
ning was hazardous, had encroachec 
on the field in which the application of 
tax principles was relatively safe. It 
could hardly be expected that those 
who earned their bread by dispensing 
advice on ways to achieve tax savings 
would show enthusiastic approbation 
of the results. That oppressed group 
of planners were not-alone, however, 
for their brethren in England had 
been laboring under an almost identi- 
cal development for a much longer 
period. While American tax practi- 
tioners rose in revolt, the English bar 
has continued to bear the burden 
without any noticeable adverse conse- 
quences. For the edification of those 
interested in the problem, Dr. Farns- 
worth has devoted a substantial por- 
tion of his small volume to an anal- 
ysis of the English cases on the sub- 
ject and to a comparison with the 
American decisions which followed 
the Dobson case. The similarity in 
the evolution of the doctrine in the 
two countries is marked. In_ the 
opinion of the reviewer they are al- 
most identical; Dr. Farnsworth, how- 
ever, would not go so far. 

At first glance, we note that the 
statutory formula for review in the 





4 Factual determinations must however 
be supported by substantial evidence. 
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two countries was the same up to 
August 31, 1948.° Under that formula 
the courts in both countries at first 
granted review on the merits with 
respect to both factual and legal 
issues.° When the factual category 
was expanded and the review of issues 
falling within its bounds limited, we 
find that the statutory language which 
gave rise to factual issues in the two 
nations has frequently been similar. 
For example, in this country, factual 
issues often arose under section 23 
(a) which permits the deduction of 
“ordinary and necessary expenses” 
incurred in “carrying on any trade 
or business,” and under section 117 
which excludes from the definition of 
capital assets, “property held by the 
taxpayer primarily for sale to cus- 
tomers in the ordinary course of 
trade or business.” In England they 
frequently arise under statutory pro- 
visions which permit deductions for 
expenditures “wholly and exclusively 
laid out for the purposes” of a busi- 
ness* and which tax the income of 
non-residents derived from carrying 
on within England “any trade, manu- 
facture, adventure or concern in the 
nature of trade.” * In both, a legal 
issue was not created merely because 
the facts were undisputed,® and, in 
both, contrary results were permissible 
on almost identical facts in different 
cases if the issue was classified as 
factual.*° Again, the courts of both 


5 See Gordon, Reviewability of Tax Court 
Decisions, 2 Tax L. Rev. 171 (1947). 

6 Farnsworth at 45. 

7 Jd. at 81. 

87d. at 56. 

9 Jd. at 46, 47; Boehm v. Comm’r, 326 
U.S. 287, 293 (1945). 

10 Farnsworth at 70, 71; John Kelly Co. 
vy. Comm’r, 326 U.S. 521 (1946). 
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countries had ignored the definitions 
of and distinctions hetween the terms, 
“fact” and “law,” which had been de- 
veloped for other purposes."? 

The English courts, Dr. Farns- 
worth informs us, have enunciated a 
number of unsatisfactory principles 
for distinguishing fact from law in 
tax cases. Most frequently used is 
the rule that all questions of ‘‘degree” 
constitute factual issues.** On occa- 
sion, however, they state that “bor- 
derline” issues,"* or those upon which 
reasonable men may differ,“ are 
factual. The latter descriptions, as 
Dr. Farnsworth correctly points out, 
are conclusions rather than tests 
since there is no a priori method for 
determining borderline issues or 
those upon which reasonable men 
may differ..° What these verbal 
formulas do demonstrate is the grop- 
ing nature of the courts’ attempts to 
expand the factual category and still 
have a workable rule which will render 
predictable the scope of review. Many 
have observed—and this field pro- 
vides a good illustration of it—that 
under the common law system, judges 
will generally arrive at a sound result 
on the facts but that the rationaliza- 
tion of the judgment may not always 
be satisfactory. It is in these instances 
that the legal scholar comes into his 
glory by re-examining the judgments 
and providing a better generalization 
under which they may be subsumed 
than that enunciated by the court. 


11 Farnsworth at 44;.see Mr. Justice 
Frankfurter, concurring in Trust of Bing- 
ham v. Comm’r, 325 U.S. 365, 377, 379 
(1945). 

12 Farnsworth at 51. 

13 [bid. 

14 Jd. at 53. 

15 Jd. at 51-53. 
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From his examination of the Eng- 
lish cases, Dr. Farnsworth has con- 
cluded that there is a rule which will 
explain the cases better than does the 
question-of-degree test: if the deter- 
mination of the issue requires the 
examination of a “course of conduct,” 
then the issue is factual.** 

England has a provision similar to 
section 102 which requires the dis- 
tribution of a reasonable part of a 
corporation’s profits to prevent a 
finding that it has attempted to assist 
stockholders to evade the surtax.* 
In determining whether the distribu- 
tion has been reasonable, it is neces- 
sary to examine the corporation’s 
capital requirements, past expansions, 
the applications of capital expendi- 
tures and the sources of the capital. 
Therefore, Dr. Farnsworth argues, 
it is mecessary to examine the 
“‘course of conduct’ of the com- 
pany’s business” and the issue is 
factual. 

The generalization falls down in 
the reviewer’s opinion when applied 
to other cases, however. Earnings of 
professionals which depend mainly on 
the personal qualifications of the tax- 
payer are exempt from the excess 
profits tax in England.** In certain 
“clear’’ cases, the courts have held 
that certain occupations are profes- 
sions as a matter of law, but in other 
cases the issue has been reviewed as 
factual since it was a “question of 
degree.” *® In determining whether 
an occupation constitutes a profes- 
sion, the court must consider the 
training and skill required, the ex- 


16 Jd. at 61. 
17 Jd. at 62. 
18 Jd. at 68. 
19 Jd. at 69. 
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istence of a recognized code of ethics, 
regulatory bodies, etc. If these are 
“questions of degree” except in 
“clear” cases, how does one deter- 
mine where the “clear” case ends and 
the “borderline” or “question-of- 
degree” begins? The principle ver- 
balized by the court is of no assis- 
tance. However, the “course-of-con- 
duct” test is even less satisfactory 
here. Since there is a course of con- 
duct in the “clear” as well as in the 
“borderline” cases, it would appear 
that both types should raise factual 
issues. As a more adequate generali- 
zation, the reviewer advances the 
view that the test formerly applicable 
to appeals from the United States 
Tax Court is the true test applied by 
the English courts. 

In any dispute involving the appli- 
cation of law, there is always an un- 
limited variety of basic facts present. 
The resolution of the dispute requires 
that certain facts be culled, because 
of their significance, from among 
those present, and these significant 
facts will determine whether the case 
falls on one side or the other of the 
statutory line. If certain facts fre- 
quently appear in a specified combina- 
tion and are of such significance that 
they always cause the case to fall on 
a particular side of a statutory line, 
than a rule of law may be formulated. 
Where the facts stated in the rule are 
present, or absent (as required), the 
issue with respect to the proper result 
is legal. If we are unable to formu- 
late a rule, it is because the same com- 
bination of facts does not frequently 
appear. In such a case, the decision 
will not constitute a rule because it 
cannot be applied frequently enough ; 
the next case will not have the same 
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combination of facts. 
therefore factual.?° 
Why some cases involving the de- 
termination of the existence of a pro- 
fession raise legal issues while others 
raise factual ones may now be readily 
seen. In some occupations, either by 
tradition or by virtue of statute, prac- 
titioners must follow a fixed course 
of training, demonstrate their skill, 
observe a code of ethics, etc. Since in 
the case of all these practitioners, the 
facts will be the same, it is worth- 
while for an appellate court to decide 
the issue in one case, for it will govern 
many other cases. Where, however, 
the individual is free to decide for 
himself what training and skill he 
should have or where other significant 
facts will differ from one case to 
another, then no rule can be formu- 
lated, and each case must be deter- 
mined individually, i.e., the issue is 
factual. This is basically the idea 
behind such of Dr. Farnsworth’s 
statements as “the term ‘profession’ 
is yet another of those expressions— 
such as ‘trade,’ ‘residence,’ etc.— 
which have proved to be so difficult 
of a clear judicial interpreptation 
with the result that the decision 
whether or not a profession is being 
exercised has been held essentially to 
be a question for the appropriate fact 
finding body... .”** In order to 
define such a word, the facts in terms 
of which the definition is formulated 
must reappear frequently in combi- 
nation; otherwise the definition will 


The issue is 





20 The analysis is set forth at greater 
length in Gordon, Non-Reviewable Tax 
Court Decisions in PROCEEDINGS OF THE 
New York UNIversity S1xtH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 525-527 
(1948). 

*1 Farnsworth at 68. 
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have no application. If the factual 
combinations are ephemeral, the proc- 
ess of interpretation must be begun 
anew in each case.** 

What the reviewer missed most was 
the opinion of so eminent an expert 
as Dr. Farnsworth with respect to the 
purpose and motivations of the Eng- 
lish courts in limiting review in tax 
cases. In the United States, the evo- 
lution preceding the recent revision 
was clear: (1) higher tax rates en- 
couraged greater efforts to avoid or 
minimize taxes; (2) the volume of 
litigation increased ; and (3) the Su- 
preme Court attempted to reduce the 
number of appeals by restricting the 
scope of review. In England, although 
the restriction of review commenced 
in 1906, Dr. Farnsworth tells us that 
the efforts of taxpayers to reduce 
taxes did not meet governmental 
opposition until 1936, when provision 
was made by statute to plug retro- 
actively such loopholes as would be 
discovered in the future.** In cor- 
respondence with the reviewer during 
1947, Dr. Farnsworth expressed the 
opinion that the effectuation of a re- 
duction in the number of appeals in 
tax cases was not the purpose of the 
English courts in restricting review. 


22 See e.g., the quotations cited by Dr. 
Farnsworth at 56 and 58: 


“T do not think there is any principle 
of law which lays down what carrying on 
a trade is. There is a multitude of things 
which together make up the carrying on 
of a trade, but I know of no one distin- 
guishing incident . . . it is a compound fact 
made up of a variety of things.’” Jessel, 
M. R. in Erichsen v. Last (1881) 8 Q.B.D. 
at 416. 

“*The question whether a trade is exer- 
cised in the United Kingdom is a question 
of fact and it is undesirable to lay down 
any exhaustive test.’” Cave, L. J. in Mac- 
laine & Co. v. Eccott (1926) A. C. 424. 


23 Td. at 144. 
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Nevertheless, the view that they were 
simply attempting to interpret the tax 
statutes does not appear to the re- 
viewer to tell the whole story. 

For those who are interested in 
pursuing the problems arising from 
the volume of litigation, or from the 
attempts of the courts to limit the 
scope of the review, Dr. Farnsworth 
has presented a stimulating collation 
of case material. His critique of the 
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rationale applied by the English courts 
is penetrating. While the reviewer is 
not in agreement with the principle 
advanced by Dr. Farnsworth, the anal- 
ysis and application of it to various 
situations is nevertheless enlightening. 
—EMANUEL L. Gorpon * 


* Of the New York Bar; author of Re- 
viewability of Tax Court Decisions, 2 Tax 
L. Rev. 171 (1947), and other contributions 
to legal periodicals. 
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A Case Of Deferred Compensation 
LOUIS EISENSTEIN 


Fie case involves still another problem under the federal income tax 
laws. The question before us is whether the sum of future payments 
for past services is present income to the taxpayer, who has regularly 
employed the cash method of accounting. 

Both the Commissioner and the taxpayer concur in the Tax Court's 
determination of the underlying facts. And so we take them as the Tax 
Court found them. 

Since 1929 the taxpayer has been continuously employed by Admirable 
Motors Company in various executive capacities. His employment has 
been governed by a series of contracts. One of these contracts embraced 
a three-year period beginning on January 1, 1942. Under his immediately 
prior contract the taxpayer had been earning $35,000 a year. In negotiat- 
ing the new contract Admirable Motors offered to pay him $50,000 a 
year. The taxpayer was evidently satisfied with the proposed increase in 
salary, but he was troubled by the expected income tax consequences. 
After consulting with tax counsel, the taxpayer asked the Company to 
pay him $25,000 a year over six years instead of $50,000 a year over three 
years. The Company acquiesced in his.proposal. At the same time the 
contracting parties agreed that all rights to future payments would termi- 
nate if the taxpayer ceased to serve before the end of the stipulated three- 
year period.* It is undisputed that the taxpayer’s proposal derived solely 
from a plan to reduce his income taxes by staggering his receipt of com- 
pensation over a period longer than the related term of service. 

The taxpayer rendered the agreed services in 1942, 1943, and 1944, 
and in each of those years he received $25,000. In accordance with the 
contract he later received $25,000 in each of the following three years. 
He reported every payment as income for the year of payment. The 
Commissioner assessed a deficiency for 1944 on the ground that the sums 
received in 1945, 1946, and 1947 were taxable income in 1944. 

On a petition for redetermination the Tax Court held that the Com- 
missioner had erred. The Tax Court reasoned that the sums were not 

Louts EIsENSTEIN is a member of the New York Bar, associated with Paul, Weiss, 
Wharton & Garrison. 


1As finally incorporated in the contract, the provision on premature cessation of services 
contained exceptions covering death and incapacity. 
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taxable in 1944 because the taxpayer was on the cash basis and had not 
actually or constructively received them in 1944. It rejected the view 
that the intention to minimize tax and the consequent deferment of pay- 
ment required a contrary result. The Circuit Court of Appeals affirmed. 
We granted certiorari because the controversy involves significant issues 
concerning the proper enforcement of the federal surtaxes. 


I 


The Commissioner requests a reversal for two reasons. He first con- 
tends that in 1944 the taxpayer acquired a substantial economic benefit 
which was represented by the amounts payable in later years. This benefit, 
the Commissioner says, is properly taxable in 1944 in order to effect a 
clear reflection of income. Otherwise, he points out, the surtaxes are at 
the mercy of anticipatory arrangements designed to distort the taxpayer’s 
income without serving any genuine business purpose. The Commissioner 
also asserts that the sums involved are taxable under the doctrine of con- 
structive receipt. For the taxpayer turned his back on income which would 
have been available to him but for his insistence that it should not be 
available to him. 

The taxpayer’s view of the situation is quite different. He argues that 
since he is on the cash basis, he is taxable only on amounts which are 
realized in cash or its equivalent. He emphasizes that a promise to pay 
is not akin to payment itself, and he insists that the Government is at- 
tempting to tax him on some hybrid basis as if he were in part on the 
accrual basis and in part on the cash basis. As for the doctrine of con- 
structive receipt, the taxpayer denies that it applies because the sums 
involved were not his for the asking in 1944. His argument, finally, 
moves into very treacherous terrain. We are told that if we were to 
sustain the Commissioner, we would be guilty of judicial legislation. We 
are reminded that one need not arrange his affairs so as to pay as large a 
tax as possible. The form of a transaction is legally significant, continues 
the argument, and Founders General Co. v. Hoey, 300 U. S. 268, is 
mentioned as a case in point. There the taxpayer had urged that he “might 
have attained his ultimate purpose by a form of transaction which would 
not have subjected him to the tax.”’ In sustaining the Government, this 
Court replied that “burden and uncertainty” would result if the taxa- 
bility of a transaction hinged upon “the determination whether there 
existed an alternative form which the statute did not tax.” Jd. at 275. 
“If this is true,” the present taxpayer reasons, “the reverse must be 
true.” Cf. United States v. Cummins Distilleries Corporation, 166 F. 2d 
17, 20, n. 1. 

As in other cases of tax avoidance, we are confronted by several philo- 
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sophical notions which are not precisely identified as philosophical in 
nature. In the past we have generally preferred to decide the cases with- 
out lingering over the notions. However, we have at last begun to realize 
that we should do more than respond by way of discreet silence. In addi- 
tion, we have become increasingly aware that we should be more informa- 
tive if we wish to be better understood. On this occasion we have decided 
to be philosophical as well as practical. 

We have already said and we say again that a taxpayer has the right 
“to decrease the amount of what otherwise would be his taxes, or alto- 
gether avoid them, by means which the law permits.” Gregory v. Helver- 
ing, 293 U. S. 465, 469; Commissioner v. Tower, 327 U. S. 280, 288. 
As Judge Learned Hand stated in the Gregory case, there is certainly no 
“patriotic duty to increase one’s taxes.” 69 F. 2d 809, 810. But as the 
Gregory case nicely illustrates, the really crucial question is whether the 
taxpayer has actually used the “means which the law permits.” Cf. 
Mitchell v. Commissioner, 91 U. S. 206; Shotwell v. Moore, 129 U. S. 
590. It is agreed that this question is relevant, but it is argued that the 
motive to avoid is irrelevant in determining the consequences of a tax- 
payer’s behavior.?, Much comfort is derived from a few sentences in 
Gregory v. Helvering, supra, at 469-70, and in Bullen v. Wisconsin, 240 
U. S. 625, 630. In the latter case Mr. Justice Holmes observed, “We do 
not speak of evasion, because, when the law draws a line, a case is on one 
side of it or the other, and if on the safe side is none the worse legally that 
a party has availed himself to the full of what the law permits. When an 
act is condemned as an evasion what is meant is that it is on the wrong side 
of the line indicated by the policy if not by the mere letter of the law.” 

Not only is tax motivation immaterial, the argument runs, but tax 
consequences depend upon what the taxpayer has done rather than what 
the taxpayer might have done. This assumption is by no means startling, 
but it is obviously sweeping. Fortunately we need not concern ourselves 
with every phase of the assumption. The taxpayer has helpfully directed 
our attention to one particular aspect which is known to us as the theory 
of the long route and the short route. Upon the basis of this theory he 
asserts that since he has taken a longer route, he should not be taxed as if he 
had taken a shorter route. The theory is attributed to Professor Magill 
and, if we are to understand the theory, we cannot do better than quote 
what he has said. 

“My general thesis,” Professor Magill writes, “is that federal tax 
liability should be based upon the actual facts of the particular trans- 
action, atid not upon the form the transaction might have taken. More- 


2 We are not considering situations where the statute specifically gears the taxpayer's 
liability to this type of motive. See Helvering v. Nat. Grocery Co., 304 U. S. 282, 289. 
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over, if the transaction was validly carried out, the fact that it took the 
form it did largely for tax reasons should not make it taxable as if it had 
been completed in another and different way. The actual facts of the 
actual transaction should control.’ Sales of Corporate Stock or Assets, 
47 Col. L. Rev. 707. 

Professor Magill proceeds to illustrate this thesis. “Let us suppose,” 
he states, “that there are two roads from New York to New Haven, the 
Boston Post Road and the Merritt Parkway. Let us further suppose that 
there are no tolls on the Post Road, but that the Parkway has several toll 
gates.’’ He then states: “You and I wish to go from New York to New 
Haven, and our automobile club informs us of the facts about the tolls. 
We decide, for that reason if you like, to use the Post Road for our trip, 
and so we do. So far as the facts go, it cannot be said that in substance 
we used the Parkway, for we did not.” Professor Magill then signifi- 
cantly inquires: “Should it make any material difference that we used 
the Post Road just to avoid the tolls, and had no other business reason 
for doing so? Indeed, should it make any material difference, if we 
followed a route much longer and more circuitous than either the Park- 
way or the Post Road, a route that no one would recommend as the best 
way to go to New Haven, were no toll gates involved?. Should it make 
any difference (1) that we seriously considered taking the Parkway; 
or (2) that we drove along it for a mile or two until we saw a toll gate, 
then retraced our steps and took the Post Road to New Haven?” Jd. at 
708. See also id. at 720-21. 

We cannot say that we are impressed by this reasoning. It plainly 
begs the very questions which it supposedly answers. At the same time 
it proves that analogies may easily mislead even when the analogies are 
parkways and toll gates. One of the questions discussed is whether the 
same exaction is payable if a longer route is taken instead of a shorter 
route. Professor Magill answers this question by assuming that the 
answer is no. To summarize his view, a toll is not imposed if the longer 
route is followed because no toll is imposed if the longer route is fol- 
lowed. Since the answer is assumed, there is really no question to answer. 

Aside from our own disinclination to reason in a circle, there is another 
matter which equally makes us pause. As we understand it, the theory 
is that tax liability is properly based on the facts as they are and not on 
the facts as they might be. The theory itself, however, seems to be firmly 
based on the facts as they might be and not on the facts as they are. Shorter 
routes have been considered longer routes and longer routes have been 
considered shorter routes. 

We will first mention a few shorter routes which have been regarded 
as longer routes. Income tax paid by an employer on behalf of an em- 
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ployee is taxed as additional compensation as if the amount of the tax 
was first received by the employee. Old Colony Trust Co. v. Commissioner, 
279 U. S. 716. It is immaterial that the tax is “directly paid over to the 
Government. The discharge by a third person of an obligation to him 
is equivalent to receipt by the person taxed.” Jd. at 729. See also United 
States v. Boston & Maine R. Co., 279 U.S. 732. Cf. Helvering v. Blumen- 
thal, 296 U. S. 552. Previously assigned income which is paid by the 
obligor to the assignee is taxed to the assignor as if the latter received 
it and then assigned it. Helvering v. Horst, 311 U.S. 112. The assignor 
“has equally enjoyed the fruits of his labor or investment and obtained 
the satisfaction of his desires whether he collects and uses the income to 
procure those satisfactions, or whether he disposes of his right to collect 
it as the means of procuring them.” Jd. at 117. See also Harrison v. 
Schaffner, 312 U.S. 579. Cf. Helvering v. Clifford, 309 U. S. 331; Com- 
missioner v. Sunnen, 333 U. S. 591. If several corporations are consoli- 
dated and the new corporation issues its shares directly to the stock- 
holders of the old corporations, the stock transfer tax applies as if the 
shares were first transferred to the old corporations and then delivered 
by them to their stockholders. Raybestos-Manhattan Co. v. United States, 
296 U. S. 60. 

We now turn to several longer routes which have been regarded as 
shorter routes. Earnings distributed circuitously via a corporation created 
and liquidated for the occasion were taxed as if the distribution was direct 
and not circuitous. Gregory v. Helvering, supra. Bonds issued in a so- 
called recapitalization and available as a means of obtaining corporate 
earnings in cash were deemed immediately taxable as if the bonds were 
already cash. Bazley v. Commissioner, 331 U. S. 737. And where “boot” 
received by a corporation on a reorganization was not taxable to the 
corporation if “distributed” to its stockholders under the plan of reorgani- 
zation, this Court held that cash paid over to the stockholders, who as- 
sumed and paid the corporation’s indebtedness, was not “distributed” and 
so was taxable to the extent of the indebtedness. Minnesota Tea Co. v. 
Helvering, 302 U. S. 609. If the petitioner corporation, Mr. Justice Suther- 
land wrote, “had followed the simple course of retaining in its own hands 
the sum here in question, and subsequently paying it directly to the 
creditors, it necessarily would result that liability of petitioner for a tax 
on the amount of gain could not be avoided. And, obviously, this is the 
effect of what was done, although circuitously.” Jd. at 612-13. “Payment 
of indebtedness and not distribution of dividends, was, from the beginning, 
the aim of the understanding with the stockholders and was the end accom- 
plished by carrying that understanding into effect. A given result at the 
end of a straight path is not made a different result by following a devious 
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path.” Jd. at 613. See also Griffiths v. Commissioner, 308 U. S. 355, 358; 
Commissioner v. Court Holding Co., 324 U. S. 331, 334. Compare 
Pearson v. McGraw, 308 U. S. 313, 317; discussion in Paul, Studies in 
Federal Taxation, Second Series, p. 200 et seq. 

We are not saying that longer routes are always regarded as shorter 
routes and vice versa. Sometimes they are and sometimes they are not. 
But we do say that pleasing generalities concerned with actualities are “of 
little value in the solution of tax problems.” Higgins v. Smith, 308 U. S. 
473, 476. While we, too, have frequently spoken of actualities as though 
we were being informative,’ we are now constrained to conclude that our 
observations involved more question-begging than we had suspected. We 
can best explain what we mean if we illustrate before we generalize. 

In Commissioner v. Tower, supra, a taxpayer and his wife formed a 
partnership which was evidently valid under local law. As the dissenting 
opinion pointed out, the husband had transferred and the wife had re- 
ceived a true property interest. -Upon her death the interest would have 
been included in her probate estate. See Lusthaus v. Commissioner, 327 
U. S. 293, 301. If actualities denote things or relations which are deemed 
to exist, then undoubtedly the wife’s interest was as real as any circum- 
stance in the case. We nevertheless decided that this aspect of actuality 
was immaterial in the face of other aspects, and that the husband was 
taxable on the entire income. Again, in United States v. Joliet & Chicago 
R. Co., 315 U. S. 44, the taxpayer leased its property in perpetuity in con- 
sideration of an annual dividend payable directly to its stockholders. We 
assumed that the actualities included, inter alia, the taxpayer’s complete 
surrender “of all right, title and interest in the property,” as well as “any 
right to, or control over,” the payments. Jd. at 46. Still we held that in 
view of other actualities the taxpayer was justifiably taxed. Cf. Helvering 
v. Eubank, 311 U. S. 122. 

Our few illustrations should not omit Gregory v. Helvering, supra. 
In that case the taxpayer, as sole stockholder, wished to distribute certain 
corporate assets to herself in order to sell them. A direct distribution 
would have constituted a taxable dividend. Hence she created a second 
corporation, had the first convey the desired assets to the second, had 
the second issue its stock in exchange to her, and then obtained the assets 
by liquidating the second. This Court agreed with the Commissioner 
that the assets were taxable as if the first corporation had directly dis- 
tributed them to the taxpayer. Of course, the new corporation was one of 
the “actual facts of the actual! transaction.” 47 Col. L. Rev. at 708. “No 





3 Cf. Magill, supra, at 720-21, for the following instructive view: The principle that 
substance, not form, should govern the disposition of tax cases “does not help much 
in deciding concrete cases.” On the other hand, the principle that the actualities or 
realities should govern is helpful. 
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doubt,” Mr. Justice Sutherland stated, “a new and valid corporation was 
created.” 293 U.S. at 469. But this phase of actuality was not permitted 
to affect the result. For that matter the decision rejected any wooden 
notion that “if the transaction was validly carried out, the fact that it took 
the form it did largely for tax reasons should not make it taxable as if it 
had been completed in another and different way.” 47 Col. L. Rev. 707- 
08. Unless we grievously misunderstand the decision, this Court held 
that tax should be imposed as if the transaction had taken a form which 
it had not taken. 

Weare now prepared to generalize to some extent. In tax law the world 
of actuality, reality or substance is largely determined by the criteria which 
guide one’s capacity to perceive. The things we see depend on how we look 
at things as well as the things we look at. The so-called actualities are 
a part of a whole which is selectively separated from all other parts and 
then regarded as the whole. And as the selection is made pursuant to 
some standard of appraisal, there are diverse versions of the actualities 
since there are diverse standards of appraisal. In other words, despite 
some contrary intimations on our part, the losing taxpayers in such cases 
as Commissioner v. Tower, supra, were not less aware of the actualitics 
than we were. They failed to succeed in their efforts to avoid because 
their standards were not the same as our standards. Therefore, the 
actualities which they saw were not the actualities which we saw. 

We scarcely believe that this view qualifies as a novel observation. Any 
legal conclusion, whether within or without tax law, represents the appli- 
cation of a standard or principle to a select group of circumstances which 
are isolated from all others. Yet in saying this, we have not said enough. 
The application of a principle presupposes the selection of a principle, 
and a selection is not intelligently made unless the consequences are 
sufficiently appraised. In short, if our view of the actualities is influenced 
by our choice of principle, our choice of principle should be influenced by 
certain actualities which are known as consequences. 

This proposition brings us to the distressing subject of judicial legis- 
lation. The taxpayer contends that we are not free to choose our prin- 
ciples as if we were legislators in charge of tax policy. It is our duty to 
apply a given statute though we intensely dislike the consequences. Our 
function, he says, is construction, not reconstruction. Needless to say, 
we should do as we are told as long as we may constitutionally do as we 
are told. The taxpayer, however, has considerably oversimplified the 
nature of our duties. Certainly “the judicial function in construing legis- 
lation” is “very different from the legislative function.” It is no less true 
that “the judicial function in construing legislation is not a mechanical 
process from which judgment is excluded.” Addison v. Holly Hill Co., 
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322 U. S. 607, 618. We do not see how we can adjudicate as judges un- 
less we legislate as judges. See Cardozo, The Nature of the Judicial 
Process, p. 14; Frank, Words and Music: Some Remarks on Statutory 
Interpretation, 47 Col. L. Rev. 1259. 

‘Legislative words,’ we have emphasized, “are not inert, and derive 
vitality from the obvious purposes at which they are aimed.” Griffiths v. 
Commissioner, supra, at 358. See also Bazley v. Commissioner, supra, 
at 741. Though the words are obviously important, the purposes may 
speak louder than the words. Otherwise we would not say that the words 
of a statute must be construed in the light of its purposes. See, e.g., 
Haggar Co. v. Helvering, 308 U. S. 389, 394; Helvering v. Stuart, 317 
U. S. 154, 167. And otherwise the same words would not have different 
connotations in different settings. We realize that the purposes cannot 
be wholly divorced from the words, and that ultimately the interpretation 
of a statute must be reasonably attributable to its words. See Helvering v. 
City Bank Co., 296 U. S. 85. But in the tax cases which come our way, 
we are rarely unable to impute more than one meaning to the word or 
phrase in question. In fact, “most words admit of different shades of 
meaning, susceptible of being expanded or abridged to conform to the 
sense in which they are used.”’ Helvering v. Stockholms Enskilda Bank, 
293 U.S. 84, 87. See also Atlantic Cleaners & Dyers v. United States, 286 
U. S. 427, 433. If we are to decide wisely, we must be sensitive to the 
purposes of the statute or the policy of the statute as the purposes are 
commonly called. “The Legislature has the power to decide what the 
policy of the law shall be, and if it has intimated its will, however indi- 
rectly, that will should be recognized and obeyed.” Holmes, J., in John- 
son v. United States, 163 Fed. 30, 32. The process of interpretation is 
“the art of proliferating a purpose which is meant to cover many occa- 
sions so that it shall be best realized upon the occasion in question.” 
Brooklyn Nat. Corp. v. Commissioner, 157 F. 2d 450, 451. 

However, in order to implement the policy of a statute we must also 
he sensitive to the consequences of our interpretation. Here, again, we 
are not breaking new ground. Random references to the cases will indi- 
cate our remembrance of things past. 

In Helvering v. Stockholms Enskilda Bank, supra, this Court con- 
sidered the taxability of interest on a tax refund received by a nonresident 
foreign corporation from the United States. In the case of such cor- 
porations the statute involved taxed “interest on bonds, notes, or other 
interest-bearing obligations of residents, corporate or otherwise.” The 
taxpayer raised two objections: (1) an obligation to make a tax refund 
was not an “interest-bearing obligation; ”’ and (2) the United States was 
not a “resident.”” As regards the first, the taxpayer invoked decisions 
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which had narrowly construed another provision excluding interest on 
“obligations of the United States” from gross income. The taxpayer 
additionally relied on the rule of ejusdem generis. As regards the second, 
it contended that the United States could not very well be a “resident” 
of the United States. 

Mr. Justice Sutherland, as spokesman for this Court, distinguished 
the provision dealing with “obligations of the United States.’ There 
“the purpose of Congress, in thus excluding from gross income interest 
upon such obligations, was to aid the borrowing power of the federal 
government by making its interest-bearing bonds more attractive to 
investors.” In that context the word “obligations” had to “be narrowed 
accordingly, and not extended to include interest upon indebtedness not 
incurred under the borrowing power.” But here the word was used “for 
a different purpose, namely, to produce revenue, not to encourage loans 
in aid of the borrowing power.” 293 U. S. at 87. Cf. Kieselbach v. Com- 
missioner, 317 U. S. 399, 404-05. On the subject of ejusdem generis 
Mr. Justice Sutherland observed that the “general object” of the act 
was “to put money into the federal treasury; and there is manifest in 
the reach of its many provisions an intention on the part of Congress to 
bring about a generous attainment of that object by imposing a tax vpon 
pretty much every sort of income subject to the federal power.” 293 U. S. 
at 89. The argument concerning “resident” fared no better. “While it 
cannot be said,” Mr. Justice Sutherland stated, “that the United States, 
in its corporate capacity as an artificial person, has a bodily presence in 
any place, it is not unreasonable to hold that in the eye of the law, it has 
a residence, and especially so when a contrary holding would defeat the 
evident purpose of a statute.” Moreover, Mr. Justice Sutherland added, 
if the Court sustained the taxpayer, interest on many bonds of the United 
States would be taxable if received by resident citizens but not taxable if 
received by nonresident aliens. Jd. at 92, 93. 

In Pinellas Ice Co. v. Commissioner, 287 U. S. 462, the consequences 
similarly cleared the way to the conclusion. The taxpayer had sold sub- 
stantially all its properties for cash and short term notes. It then claimed 
that the notes did not represent recognizable gain because they were 
securities received pursuant to a plan of reorganization and the statute 
provided for the non-recognition of gain “if a corporation a party to a 
reorganization exchanges property, in pursuance of the plan of reorgani- 
zation, solely for stock or securities in another corporation a party to 
the reorganization.” The Court held that the notes were not “securities.” 
“Tt would require clear language,” Mr. Justice McReynolds wrote, “to 
lead us to conclude that Congress intended to grant exemption to one 
who sells property and for the purchase price accepts well-secured, short- 
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term notes, (all payable within four months), when another who makes 
a like sale and receives cash certainly would be taxed. We can discover 
no good basis in reason for the contrary view and its acceptance would 
make evasion of taxation very easy. In substance the petitioner sold for 
the equivalent of cash; the gain must be recognized.” The Court further 
held that “the facts disclosed failed to show a ‘reorganization’ within the 
statutory definition.” Jd. at 469. In Bazley v. Commissioner, supra, at 
741, we referred to the Pinellas case as one of “a series of cases” in which 
“this Court has withheld the benefits of the reorganization provision in 
situations which might have satisfied provisions of the section treated as 
inert language, because they were not reorganizations of the kind with 
which §112, in its purpose and particulars, concerns itself.” 

The basic lesson of these and many other cases is not obscure. The 
income tax is designed to reach accessions to wealth. It is not our duty to 
sanction exceptions in the absence of some provision which adequately 
articulates a policy to that effect. Cf. Commissioner v. Jacobson, 336 
U. S. 28. This lesson is all the more relevant when tax avoidance is in- 
volved. As a rule, tax avoidance is designed to minimize the impact of 
progressive taxation, and progressive taxation is an underlying policy of 
the income tax. We cheerfully admit that many decisions by this Court 
cannot be adequately explained except in terms of this policy. Cf. Bagley 
v. Commissioner, supra, at 741. It is the inarticulate premise of Mr. 
Justice Holmes—neither seen nor heard but nevertheless felt. If there 
were no graduated surtax, there would be no Clifford doctrine. Helvering 
v. Clifford, supra. And the same may be:said of such decisions as Lucas 
v. Earl, 281 U. S. 111, Commissioner v. Tower, supra, Helvering v. 
Horst, supra, and Gregory v. Helvering, supra. To say that we legislated 
is not to disturb us. In all these cases we enjoyed a reasonable discretion to 
choose between competing interpretations. If we legislated in deciding 
for the Government, we would have equally legislated in deciding for the 
taxpayer. Cf. Helvering v. American Dental Co., 318 U. S. 322; Hel- 
vering v. Sprouse, 318 U. S. 604; United States v. Ogilvie Hardware Co., 
330 U.S. 709. 

We do not imply that the policy of the progressive surtax or any 
cognate policy frowns upon a mere desire to minimize one’s taxes.* The 
thought we have in mind is unfortunately more complex. The art of tax 
avoidance, as we understand the art, is to approximate a good deal of the 
clearly taxable transaction without incurring a good deal of the tax 
consequences. But tax statutes, in the fashion of other statutes, are ulti- 


4 Proof of a desire to reduce taxes is relevant in determining whether the taxpayer 
did what he claims he did. Commissioner v. Tower, supra, at 289. “Motive is a per- 
suasive interpreter of equivocal conduct. .. .” Texas & N. O. R. Co. v. Railway Clerks, 
281 U. S. 548, 559. , 














1949] A CASE OF DEFERRED COMPENSATION : 401 


mately vague in varying degree. “If individual words are inexact sym- 
bols, with shifting variables, their configuration can hardly achieve in- 
variant meaning or assured definiteness.” Frankfurter, Some Reflections 
n the Reading of Statutes, 47 Col. L. Rev. 527, 528. “When the Al- 
mighty himself condescends to address mankind in their own language, 
his meaning, luminous as it must be, is rendered dim and doubtful by 
the cloudy medium through which it is communicated.” The Federalist, 
No. 37. If a venture in avoidance is before us, we are obliged to deter- 
mine whether it falls within an area of ambiguity, and, if so, whether it 
falls on the wrong side or the right side of the “line’’ which runs through 
the area. By the same token we should be particularly cognizant of the 
push and pull of policy. If a taxpayer strives, by one means or another, 
to obtain a substantial measure of otherwise taxable benefits, we may 
naturally infer, in the light of policy, that he is successful enough to be 
taxed. A statute may be so narrowly drawn that there is relatively little 
room for interpretation. Helvering v. Wood, 309 U. S. 344, 347. Here 
we are addressing ourselves to situations where we have freedom of 
movement, and it is in those cases that policy is at its most eloquent. 

In final analysis the taxpayer seems to argue that we should not upset 
any plan to avoid unless the statute cannot be reasonably read to sustain 
the plan. Even in the field of criminal law we have not been so benevolently 
neutral. Only recently we said that “there is no canon against using com- 
mon sense in reading a criminal law, so that strained and technical con- 
structions do not defeat its purpose by creating exceptions from or loop- 
holes in it.”” Kordel v. United States, 335 U.S. 345, 349. See also United 
States v. Brown, 333 U. S. 18, 25. We have taken this position despite the 
threat of a constitutional question unless we approved a “restrictive in- 
terpretation” of the statute. United States v. Sullivan, 332 U. S. 689, 693. 

Admittedly, the exact reach of statutory purpose or policy cannot be 
meticulously defined as if there were exact metes and bounds. Uncer- 
tainties inevitably hover over the outer edges. Still, the same is true of 
“fraud, undue influence, due process of law, or other familiar legal con- 
cepts which are applicable to many varying circumstances.” Cf. United 
States v. Wells, 283 U. S. 102, 119. As Mr. Justice Brandeis once ob- 
served in discussing similar ambiguities, “If you are walking along a 
precipice no human being can tell you how near you can go to that precipice 
without falling over, because you may stumble on a loose stone, you may 
slip, and go over; but anybody can tell you where you can walk perfectly 
safely within convenient distance of that precipice.’’ Mason, Brandeis, 
A Free Man’s Life, p. 352. Moreover, it is a nice question whether de- 
votees of the art of avoidance are entitled to demand certainty of us. 
“Certainly definiteness would make things easier for tax avoiders.” Paul, 
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Studies in I*ederal Taxation, Third Series, p. 211. But certainly we should 
not be expected to make things easier for them. Cf. Bazley v. Commis- 
sioner, supra, at 742. 

If, practically speaking, tax law is a prophecy of what the courts will 
do, we should not be eager to prophesy what we will do. In deciding tax 
cases, we often feel like unhappy exiles in a strange land. Cf. Hand, 
Thomas Walter Swan, 57 Yale L. J. 167, 169. We have trouble enough 
with the problems of today; we should not anxiously anticipate the prob- 
lems of tomorrow. There is method in this modesty. We have learned 
that the uncertainties we fail to resolve today enable us to cope with the 
uncertainties of tomorrow. In many situations the Treasury may, if it 
sees fit, issue appropriate regulations which comprehensively segregate the 
wheat from the chaff. Cf. Helvering v. Clifford, supra, at 334; Harrison 
v. Schaffner, supra, at 483. The Treasury, however, is more at home in the 
tax field than we are, and it need not operate on a piecemeal basis as we do. 
Undoubtedly, it is always possible that we may say too little, if not too 
much. Yet on the whole we are probably wise in refusing to write defin- 
itive essays for the benefit of future avoiders. Unlike zealous authors 
of law review articles, we do not have the time to seek out and explore all 
the hidden by-ways of doctrine. We must do as well as we can within 
far more stringent limitations. Furthermore, if we were to indulge in 
definitive discussions, many of our utterances might be later disparaged, 
by us or by others, as mere dicta. 


II 


Having examined our ways of thought, we finally reach the core of 
the controversy. Did the taxpayer’s unconditional right to receive $75,000 
in specified installments after 1944 constitute taxable income to him in the 
amount of $75,000 for 1944? Section 22(a) of the Internal Revenue 
Code defines gross income as including “gains, profits, and income derived 
from salaries, wages, or compensation for personal service . . . of what- 
ever kind and in whatever form paid. . . .” Section 41 of the Code de- 
clares that “net income shall be computed upon the basis of the taxpayer’s 
annual accounting period . . . in accordance with the method of account- 
ing regularly employed in keeping the books of such taxpayer; but if no 
such method of accounting has been so employed, or if the method em- 
ployed does not clearly reflect the income, the computation shall be made 
in accordance with such method as in the opinion of the Commissioner 
does clearly reflect the income.’’ No Treasury regulation explicitly under- 
takes to resolve the differences which have been aired before us. Cf. Com- 
missioner v. Wheeler, 324 U. S. 542; Commissioner v. South Texas Co., 
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333 U. S. 496. Apart from the quoted statutes, we are more or less on 
our own. Cf. Commissioner v. Heininger, 320 U. S. 467, 470. 

A right to receive compensation is an increase in wealth, but not every 
increase in wealth is taxable income. “Economic gain realized or realiz- 
able by the taxpayer is necessary to produce a taxable income under our 
statutory scheme.” Helvering v. Stuart, 317 U. S. 154, 168.5 “From 
the beginning,” we stated in Helvering v. Horst, “the revenue laws have 
been interpreted as defining ‘realization’ of income as the taxable event, 
rather than the acquisition of the right to receive it. And ‘realization’ is 
not deemed to occur until the income is paid.”” This fundamental princi- 
ple of realization, we added, is “founded on administrative convenience” 
and serves to postpone the tax until “the final event of enjoyment of the 
income, usually the receipt of it by the taxpayer.” 311 U.S. 115, 116. It 
has accordingly been held that a “mere promise to pay in the future which 
is not accepted in payment, but only as an evidence of indebtedness, is not 
ordinarily the equivalent of cash.” Dudley T. Humphrey, 32 B.T.A. 280, 
282. Or stated differently, “It is the general contemplation of the statutes 
that a tax shall be levied on profits which are realized and not deferred.” 
Fidelity Savings & Loan Co., 44 B.T.A. 471, 483.° 

Of course, income may be realized in property other than cash (Helver- 
ing v. Bruun, 309 U. S. 461, 469; Crane v. Commissioner, 331 U. S. 1, 
13, 15), and a right to future payments is a species of property. Cf. dis- 
senting opinions in Helvering v. Horst, supra, at 121, and Helvering v. 
Eubank, supra, at 127. Yet this analysis is too abstract to be useful here. 
Cf. Hort v. Commissioner, 313 U. S. 28, 31. Judge Learned Hand has 
given us a more helpful analysis in Bedell v. Commissioner, 30 F. 2d 622, 
624. “If a company sells out its plant for a negotiable bond issue payable 
in the future, the profit may be determined by the present market value 
of the bonds. But if land or a chattel is sold, and title passes merely upon 
a promise to pay money at some future date, to speak of the promise as 
property exchanged for the title appears to us a strained use of language, 
when calculating profits under the income tax.” Judge Hand considered 
it “absurd to speak of a promise to pay a sum in the future as having a 
‘market value,’ fair or unfair. Such rights are sold, if at all, only by 
seeking out a purchaser and higgling with him on the basis of the par- 


5 “Generally speaking, the income-tax law is concerned only with realized losses, as 
with realized gains.” Lucas v. American Code Co., 280 U. S. 445, 449. 

6 Compare Commissioner v. Moore, 48 F. 2d 526; McLaughlin v. Commissioner, 113 
F. 2d 611; Massey v. Commissioner, 143 F. 2d 429; United States v. Christine Oil & 
Gas Co., 269 Fed. 458; Mainard E. Crosby, 14 B.T.A. 980; W. A. Hoult, 23 B.T.A. 804; 
E. P. Greenwood, 34 B.T.A. 1209; Alice G. K. Kleberg, 43 B.T.A. 277; La Motte T. 
Cohu, 8 T.C. 796. 
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ticular transaction.”’* See also United States v. Christine Oil & Gas Co., 
supra, at 459-60; C. W. Titus, Inc., 33 B.T.A. 928, 930. Cf. Helvering 
v. Walbridge, 70 F. 2d 683, 684; Scherman v. Helvering, 74 F. 2d 742, 
743. 

This reasoning is two-pronged. First, although income may be realized 
in property, a non-negotiable promise to pay money in the future is not 
income for the purposes of realization. Second, income realized in prop- 
erty is measured by the value of the property, but a mere promise to pay 
lacks such value as appropriately measures income. Cf. Cassatt v. Commis- 
sioner, 137 I’. 2d 745; Perry v. Commissioner, 152 F. 2d 183. If we 
probe a little deeper, it is soon apparent that there is a reason for both 
reasons. Each reflects a desire to avoid unnecessary hardship, for until 
actual payment is made the taxpayer “has received no income out of which 
to pay the tax.” Commissioner v. Moore, supra, at 529. “Such a view is 
based upon sound public policy as well as upon written law. It makes in- 
come taxable when it is received by the citizen. . . . It does mathematical 
justice between government and taxpayer.” Commissioner v. Garber, 50 
I*. 2d 588, 591. 

In Shuster v. Helvering, 121 F. 2d 643, Judge Learned Hand has 
given us a related analysis of earned income. The taxpayer had argued. 
as he was encouraged to argue under the circumstances, that a contractual 
right to receive compensation in the future is property, and that the acqui- 
sition of the right is therefore the realization of income. “No word is 
more loosely used” than the word “property,” Judge Hand answered, 
“and it is easy enough to find authorities‘speaking of contracts as ‘prop- 
erty,’ but the consequences of so treating them for purposes of the income 
tax are absurd. It would follow for instance that all future payments 
which should become due under a contract of employment must be charged 
at once at their discounted value; so too of a lease, or of any other con- 
tract providing for serial payments. To argue that all these are income 
as soon as the obligor becomes bound, especially when the taxpayer . . . 
keeps his books on a cash basis is so fantastic as to deserve no discussion ; 
it contradicts the fundamental notion that income is ‘realized’ gain, and 
would incidentally be unworkable in practice, for substantially all such 
payments are conditional in obligation. . . .” Jd. at 645. See further 
Lynch's Estate v. Commissioner, 150 F. 2d 747, 749-50. 

In construing section 22(a), the Treasury has enunciated a similar at- 
titude toward earned income. Its regulations on compensation declare: 
“Tf services are paid for with something other than money, the fair market 


7 Actually the Bedell case did not involve an unconditional promise to pay. The promise 
was dependent upon the taxpayer’s later delivery of satisfactory title to the property 
sold. Cf. Lucas v. North Texas Co., 281 U. S. 11. 
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value of the thing taken in payment is the amount to be included as in- 
come.” Regulations 111, §29.22(a)-3. This statement presupposes that 
something is “‘paid,” and “payment” normally signifies the satisfaction of 
an obligation to pay rather than the accrual of the obligation. 

We have no desire to question Judge Hand’s observations or the 
Treasury’s regulations. Nor do we wish to quarrel with ourselves, as we 
expressed ourselves in Helvering v. Horst and Helvering v. Stuart. 
Though we fully concur in all that has been said, it is fairly plain that 
none of the statements was directed toward the problem which concerns 
us here—the deliberate deferment of compensation. We have frequently 
declared that “words of our opinions are to be read in the light of the 
facts of the case under discussion. To keep opinions within reasonable 
bounds precludes writing into them every limitation or variation which 
might be suggested by the circumstances of cases not before the Court. 
General expressions transposed to other facts are often misleading.” 
Armour & Co. v. Wantock, 323 U. S. 126, 133. There is no reason for 
us to be less considerate toward the words and phrases of others. In this 
particular case we should be especially reluctant to sever the text from the 
context. For “no single, conclusive criterion has yet been found to deter- 
mine in all situations what is a sufficient gain to support the imposition 
of an income tax. No more can be said in general than that all relevant 
facts and circumstances must be considered.” Commissioner v. Wilcox, 
327 U. S. 404, 407. 

Nevertheless we do not write on a clean slate untouched by earlier 
opinions. As Mr. Justice Stone stated, the principle of realization is 
“founded on administrative convenience.” Helvering v. Horst, 311 U. S. 
at 116. It is rooted in the very practical purpose of assuring a fair and 
orderly collection of revenue at regular intervals. See Burnet v. Sanford 
& Brooks Co., 282 U. S. 359, 365. Needless to emphasize, revenue in- 
cludes the surtax as well as the normal tax. 

If a taxpayer is on the cash receipts basis, the principle of realization 
normally requires the receipt of the gain to precede the collection of the 
tax. An unconditional right to receive payment for services constitutes an 
economic gain as soon as the right is acquired. Helvering v. Horst, supra, 
at 115. But the collection of the tax awaits the receipt or “realization” 
when the net gain is more definitely ascertained and the taxpayer is better 
able to pay the tax. While this method of accounting is not too scientific, 
it is generally responsive to the practical outlook of those who pay. 

Yet even if the taxpayer is on the cash receipts basis, the principle of 
realization does not blindly insist that the gain be paid to the taxpayer be- 
fore the tax is paid to the Government. A principle which is attuned to 
administrative convenience is inherently flexible. The end remains the 
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same; the means may vary. Consequently “the rule that income is not 
taxable until realized has never been taken to mean that the taxpayer even 
on the cash receipts basis, who has fully enjoyed the benefit of the eco- 
nomic gain represented by his right to receive income, can escape taxation 
because he has not himself received payment of it from his obligor.” 
Helvering v. Horst, supra, at 116. A taxpayer “who is entitled to receive, 
at a future date, interest or compensation for services and who makes a 
sift of it by an anticipatory assignment, realizes taxable income quite as 
much as if he had collected the income and paid it over to the object of his 
bounty.” Harrison v. Schaffner, supra, at 580. 

Again, it has long been recognized that a taxpayer “may not deliberately 
turn his back upon income and thus select the year for which he will report 
it.” Hamilton Nat. Bank of Chattanooga, 29 B.T.A. 63, 67. We are 
referring to the settled doctrine of constructive receipt, which was con- 
ceived “in order to prevent a taxpayer from choosing the year in which 
to return income merely by choosing the year in which to reduce it to pos- 
session. Thereby the Treasury may subject income to taxation when 
the only thing preventing its reduction to possession is the volition of the 
taxpayer.” Ross v. Commissioner, 169 F. 2d 483, 491. He is deemed to 
have received it though he refused to receive it. See further Treasury 
Regulations 111, §§29.42-2 and -3. The income is considered “realized”’ 
in order to prevent an unjustified distortion in the calculation of gain and 
a consequent disruption in the flow of revenue. There is no reason to 
await an actual receipt, for the taxpayer himself has deliberately deferred 
an actual receipt. Cf. Corliss v. Bowers, 281 U. S. 376, 378. 

We fail to see why we should react differently here. In this case, as in 
the case of constructive receipt, the taxpayer has attempted to distort the 
calculation of gain and to disrupt the flow of revenue. There the taxpayer 
improvises as he goes along. Here the taxpayer has carefully planned in 
advance. In our view an employee on the cash receipts basis has sufficiently 
realized income if he has acquired an unconditional right to be paid for 
his services, if the employer is solvent when this right is acquired, if pay- 
ment would have been made in the absence of an anticipatory arrangement 
which deferred payment, and if the employer did not require the defer- 
ment because of some genuine business purpose. “Income may be re- 
alized upon a change in the nature of legal rights held, though the particular 
taxpayer has enjoyed no addition to his economic worth.” Helvering v. 
Midland Ins. Co., 300 U. S. 216, 225. In the circumstances of the present 
case the moment of realization is marked by an addition t@ economic worth 
as well as a change in legal rights. 

True, a taxpayer who has contractually deferred his receipt of gain by 
an anticipatory arrangement does not have ready access to the gain. But 




















1949] A CASE OF DEFERRED COMPENSATION 407 


the same may be said of the taxpayer who has irrevocably assigned future 
income to another. In at least one respect a taxpayer who defers may be 
regarded as better off than a taxpayer who assigns. The former, unlike 
the latter, has not given his income away. We are aware that the taxpayer 
who assigns is generally not taxed until the gain is paid to the assignee. 
Cf. Annie A. Colby, 45 B.T.A. 536; Ida S. Austin, 6 T.C. 593. But in 
the assignment cases the technique of distortion is different, and so the 
moment of “realization” is different. Since the attempted distortion is 
in terms of the taxable person, or by means of an anticipatory assignment, 
we have held that the taxpayer realizes income though it has been re- 
ceived by another. Here the attempted distortion is in terms of the tax- 
able year, or by means of an anticipatory deferment, and therefore we hold 
that the taxpayer realizes income though it has not yet been received. It 
may be that distortions are practically inevitable if a taxpayer is on the 
cash receipts basis. Not only is outlay inadequately correlated with intake, 
but receipts lag behind for a variety of reasons. Cf. Avery v. Commis- 
sioner, 292 U.S. 210. It does not follow that delays which stem from a 
desire to reduce one’s taxes should be treated as if they were delays 
which normally accompany the transaction of business. “The income 
tax laws do not profess to embody perfect economic theory.” Weiss v. 
Wiener, 279 U. S. 333, 335. But the presence of imperfections fails to 
persuade us that we should add to the imperfections. 

It has been argued that in effect we are placing the taxpayer on the 
accrual basis as regards the earnings in question. This argument seems 
to be correct, but we are not led to the same conclusion. The principle of 
realization is a principle of mediation between taxpayer and Government. 
It seeks to accommodate the interests of both in a reasonably equitable 
manner. In so far as the taxpayer is concerned, the tax must not be 
payable too early. In so far as the Government is concerned, the tax must 
not be payable too late. If the taxpayer is on the cash receipts basis, it is 
ordinarily fair and proper that the gain be received before the tax is paid. 
But if the taxpayer defers the receipt of the gain simply to reduce his taxes, 
it is not unfair and improper that the tax be paid before the gain is re- 
ceived. We are at a loss to understand why the Commissioner should 
patiently await the receipt of the gain if the taxpayer patiently postpones 
its receipt. It is then sufficient that the taxpayer has acquired an uncondi- 
tional right to be paid and that the right represents an economic gain. In 
the present case an unconditional right to receive $75,000 was acquired in 
1944. If the principle of realization is our guide, this amount was appro- 
priately taxable in 1944. 

The taxpayer has urged that if the entire $75,000 were returnable in 
1944, his income for that year would be grossly distorted. The grievance 
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is that earnings attributable to several years would be “bunched up” in 
one year. Cf. Douglas v. Commissioner, 322 U.S. 275. Obviously if the 
taxpayer had not deferred the receipt of his compensation, he would have 
been taxable on $50,000 a year over three years, including 1944. Because 
of the deferment the Commissioner is taxing $100,000 in 1944, consisting 
of the $25,000 which were received and the $75,000 which were deferred.*® 
We agree that this result is not ideal, but under the circumstances we can- 
aot say that the Commissioner has been over zealous. Actually the Com- 
missioner does not have much choice in the matter. 

The situation would be different if the eventual payment of each de- 
ferred amount had not hinged upon continuing services until the term of 
employment expired. Specifically, the taxpayer did not provide, with 
respect to 1942, for a postponed payment of $25,000, whether or not he 
continued to work. If he had so provided, we would be inclined to say that 
he realized $50,000 in 1942, since he would then receive the sum of 
$25,000 and obtain an unconditional right to an additional $25,000. But 
the contract of employment provided otherwise. The employer did not 
become unconditionally obligated to make future payments before the end 
of 1944. Until that time the taxpayer’s right to deferred payments was 
inchoate. Very likely the taxpayer would have so stated if the Commis- 
sioner had sought to attribute $50,000 to 1942 and $50,000 to 1943 before 
the completion of services for 1944. If he had voluntarily departed or been 
discharged for cause, his right to the payments would not have material- 
ized. No canon of fairness requires the Commissioner to make believe 
that any fixed right accrued before the end of 1944.° The taxpayer should 
not blame others because the resulting tax burden is greater than it would 
have been if he had refrained from deferring a substantial portion of his 
earnings. In other instances, too, the paths of avoidance have led to 
consequences which were more unpleasant than the consequences which the 
taxpayer wished to avoid. Cf. Royal Marcher, 32 B.T.A. 76. When risks 
are taken, losses should not come as a complete surprise. 

This aspece of the case brings us to a related point. The taxpayer con- 
tends that at the very least the Commissioner erred in taxing the face value 
of the deferred obligation instead of its fair market or exchange value. 
And, he argues, there is no evidence that the obligation had a fair market 
value. Apparently the taxpayer has mistakenly assumed that the burden 





8In this case the results are particularly painful because 75 percent of the 1942 tax 
was unexpectedly cancelled by §6 of the Current Tax Payment Act of 1943. In shifting 
the receipt of $25,000 to a later year, the taxpayer unintentionally waived a substantial 
portion of the cancellation which he would have enjoyed. 

®Two practical considerations strengthen the Commissioner’s position. If the tax- 
payer’s view were accepted, the Commissioner would have to reopen prior years. Sec- 
ondly, in many instances prior years would be closed by the statute of limitations. 
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of proof in regard to value is on the Commissioner. See Commissioner 
v. Heininger, supra, at 475. Regardless of this misconception, we do not 
concur in the taxpayer’s complaint. As we have already indicated, the 
taxpayer may be deemed to have realized the face amount of the deferred 
obligation just as if he had received it. If he had been on the accrual basis, 
the face amount of the obligation would have been taxable income to him. 
Spring City Co. v. Commissioner, 292 U. S. 182. For a limited purpose 
and because of special circumstances he is now being taxed as though he 
were on the accrual basis, and it is equally fitting that the taxable amount 
should be the same. 

The view which we take here harmonizes with views which have been 
expressed elsewhere. Section 22(a) cuts wide and deep. We may even 
say that in the field of compensation Congress has exerted its power “‘to 
the full extent,” subject to any specific exceptions which it may have been 
willing to provide. Cf. Irwin v. Gavit, 268 U. S. 161, 166.*° Certainly 
the section embraces “any economic or financial benefit conferred on the 
employee as compensation, whatever the form or mode by which it is 
effected.””’ Commissioner v. Smith, 324 U. S. 177, 181. 

For example, the premium paid by an employer in purchasing an annuity 
contract for his employee has been taxed as immediate income to the em- 
ployee under section 22(a) though payments under the annuity contract 
were to begin later. Hubbell v. Commissioner, 150 F. 2d 516; Ward v. 
Commissioner, 159 F. 2d 502. Furthermore, the premium has been taxed 
to the employee despite his inability to assign the annuity contract or 
to dispose of it for cash surrender value. Hackett v. Commissioner, 159 
F. 2d 121; Renton K. Brodie, 1 T.C. 275. Cf. Oberwinder v. Commis- 
sioner, 147 F. 2d 255; Paul A. Draper, 6 T.C. 209. But see Ward v. 
Commissioner, supra, at 504. The employee’s liability has been variously 
justified (compare Renton K. Brodie, supra, at 281, with Hackett v. Com- 
missioner, supra, at 123), but any discernible differences are mere varia- 
tions on a single theme. In order to protect the progressive surtaxes on 
compensation as earned, the acquisition of the annuity contract is con- 
sidered a taxable “financial benefit.” Compare §22(b)(2)(B) of the 
Code. 

Similarly, amounts withheld from a Government employee under the 
Civil Service Retirement Act are taxed to him because he acquires, through 
the amounts withheld, substantial economic benefits which are payable in 
the future. Miller v. Commissioner, 144 F. 2d 287. A premium paid 


10 Compare further Helvering v. Stockholms Enskilda Bank, 293 U. S. at 89; Douglas 
v. Willcuts, 296 U. S. 1, 9; United States v. Safety Car Heating Co., 297 U. S. 88, 93; 
Helvering v. Midland Ins. Co., 300 U. S. at 223. 

11 This decision rested also on the doctrine of constructive receipt, but the court was 
unwilling to dispose of the case on that ground alone. 
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by an employer on a life insurance policy is taxable compensation if the 
employee is the insured and his wife or child is the beneficiary. Yuengling 
v. Commissioner, 69 I*, 2d 971; Canaday v. Guitteau, 86 F. 2d 303; Com- 
missioner v. Bonwit, 87 I’. 2d 764. Again, an employer’s contribution in 
trust on behalf of an employee has been taxed as income to the employee 
despite the postponement of distributions to him. David Watson Ander- 
son, 5 T.C. 1317; Harold G. Perkins, 8 T.C. 1051. Moreover, where the 
employee’s interest in the trust benefits was forfeitable at the date of the 
employer’s contribution, the employee was deemed to have realized income 
when trust benefits became nonforfeitable, regardless of the postponement 
of distribution. K. R. Kingsbury, 31 B.T.A. 1126. We should also men- 
tion that in Commissioner v. Smith, 324 U. S. at 181, 182, we intimated 
that the mere granting of a stock option to an employee—that is, a right 
against the employer—may at times be immediate income to the employee, 
measured by the value of the option, whether or not he eventually exer- 
cises the option.** In the same case we indicated that if the employee 
is taxable upon the exercise of the option and if by exercising the option 
he “acquires an unconditional right to receive the stock in a later 
year,” the resulting compensation may be taxable in the earlier year before 
the stock is received. 324 U. S. 695, 696. We are not implying that we 
will ultimately hold as we previously intimated and indicated. We only 
intend to emphasize that the concept of “benefit’”’ is essentially pragmatic 
and elastic, as it must be in order to handle “all the protean arrangements 
which the wit of man can devise” as compensation. Cf. Commissioner v. 
Wemyss, 324 U.S. 303, 306. 

The concept of “benefit” is ample enough to include the right to de- 
ferred payments which has provoked the present litigation. We do not 
gloss over the differences between this case and those we have cited. Here, 
for instance, the prospective payments were not to be made by an insur- 
ance company whose investments are regulated on behalf of policyholders. 
Cf. Ward v. Commissioner, supra, at 504. Payments by an insurer, we 
are willing to concede, are attended by less uncertainty ‘“‘than the general 
uncertainty that attends human affairs.” Jthaca Trust Co. v. United States, 
279 U. S. 151, 154. However, distinctions of this kind ignore the truly 
vital consideration which induced the courts to hold as they did. The 
employees were taxed because the arrangements concerned were deemed 
a serious threat to the surtax. And so the courts thought that income was 








12. Cf. Crane v. Commissioner, subra, in which we held that upon a sale of property 
subject to a mortgage, the seller realizes a taxable “benefit in the amount of the mortgage” 
as well as the cash received though the seller is not personally liable on the mortgage 
and the buyer does not personally assume the mortgage. A taxable gain on a sale, we 
stated, need not be “an actual receipt by the seller himself of ‘money’ or ‘other property,’ 
in their narrowest senses.” 331 U. S. at 13, 14. 
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sufficiently realized when the fixed right to future payments was acquired, 
Admittedly the payments here were contingent to the extent that they 
depended upon the continued solvency of the employer. But as we have 
noted, if the taxpayer had been on the accrual basis, the full sum of the 
deferred payments would have been a taxable “benefit” to him in 1944. 
It is difficult for us to understand why the identical contingency should 
dissolve the “benefit” merely because the taxpayer is ordinarily on the 
cash basis. 

So far we have been guided by the principle of realization and the 
principle of realization has been guided by us. If we were still disturbed 
by doubts, they would be removed by section 41, which we quoted earlier.** 
In order to understand section 41, we should also read section 42(a). 
The latter provision states that the ‘amount of all items of gross income 
shall be included in the gross income for the taxable year in which received 
by the taxpayer, unless, under methods of accounting permitted under 
section 41, any such amounts are to be properly accounted for as of a 
different period,” Section 41 states, among other things, that if the method 
of accounting “employed” in keeping the books of the taxpayer “does not 
clearly reflect the income,” the computation of net income “shall be made 
in accordance with such method as in the opinion of the Commissioner 
does clearly reflect the income.” Cf. §43 of the Code. 

Section 41 is a broad provision and intentionally so. It was meant to 
serve on all kinds of occasions, and we should respect its policy of de- 
liberate ambiguity. We will accordingly say as little as possible in decid- 
ing this case. Clearly section 41 assumes that a rigid application of a tax- 
payer’s regular method of accounting may so distort his income that 
he will pay more or less tax than he properly should. Cf. H. R. Rep. 
No. 179, 68th Cong., 1st Sess., pp. 10-11; S. Rep. No. 398, 68th Cong., 
1st Sess., pp. 10-11. To get closer to this case, an income item of a cash 
basis taxpayer may be so inadequately related to the year of receipt that 
the item is justifiably taxable in another and more appropriate year. For 
reasons already discussed we believe that the taxpayer’s income would be 
artificially distorted and hence not clearly reflected if the sums in dispute 
were taxed only as they were received. 

The taxpayer has supplied several arguments in behalf of a contrary 
conclusion. It was not intended, he reasons, that section 41 should apply 
here, because deferred compensation was not considered an evil, if evil it 
is, when the section was first enacted.** We have no way of knowing how 
farsighted the draftsmen of the provision may have been. But we do know 
that they were sufficiently farsighted to write an ambiguous statute which 


18 See p. 402. 
14 The section runs back to §212(b) of the Revenue Act of 1918. _ 
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might adequately respond to problems yet to arise. Besides, the taxpayer’s 
reasoning builds upon a dubious premise. Old statutes may apply to new 
situations. “Statutes come out of the past and aim at the future.” Frank- 
furter, supra, at 535. The reach of a provision “is not sustained or 
opposed by the fact that it is sought to bring new situations under its 
terms.” Browder v. United States, 312 U. S. 335, 339; Vermilya-Brown 
Co. v. Connell, 335 U. S. 377. 

Another argument dwells upon several generalizations appearing in 
Security Mills Co. v. Commissioner, 321 U. S. 281. That opinion dealt 
primarily with section 43 of the Code, the deduction counterpart of sec- 
tion 41. In sustaining the Commissioner we declared that section 43 “was 
not intended to upset the well-understood and consistently applied doctrine 
that cash receipts or matured accounts due on the one hand, and cash 
payments or accrued definite obligations on the other, should not be taken 
out of the annual accounting system and, for the benefit of the Govern- 
ment or the taxpayer, treated of a basis which is neither a cash basis nor 
an accrual basis, because so to do would, in a given instance, work a 
supposedly more equitable result to the Government or to the taxpayer.” 
Id. at 285-86. We also observed that both the Government and taxpayer 
have been uniformly denied “the privilege of allocating income or outgo 
to a year other than the year of actual receipt or payment, or, applying 
the accrual basis, the year in which the right to receive, or the obligation 
to pay, has become final and definite in amount.” Jd. at 286-87. The 
opinion closed with the thought that the purpose of section 43 “was not 
to substitute, whenever in the discretion of an administrative officer or 
tribunal such a course would seem proper, a divided and inconsistent 
method of accounting not properly to be denominated either a cash or an 
accrual system.” /d. at 287. 

Perhaps we should merely say that when we made these statements, 
we were not thinking of intentional deferments of income. If the quota- 
tions support the taxpayer, they reinforce our earlier suggestion that we 
should not try very hard to say very much. The Security Mills case in- 
volved a different kind of question. The taxpayer had sought to report 
a certain income on a transactional basis instead of an annual basis. In 
brief, it was contended that the Commissioner and the Tax Court “are 
authorized and required to make exceptions to the general rule of account- 
ing by annual periods whenever, upon analysis of any transaction, it is 
found that it would be unjust or unfair not to isolate the transaction and 
treat it on the basis of the long term result.” 321 U. S. at 285. We held 
that the taxpayer could not substitute “a hybrid system, partly annual 
and partly transactional” for a “system of annual periods of computa- 
tion.” Id. at 287. Cf. Burnet v. Sanford & Brooks Co., supra. But there 
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is no question here of correlating the events of several years in order to 
determine whether the taxpayer has realized a gain in terms of ultimate 
results. The question rather is whether an admitted gain should be taxed 
in one year or over three other years. 

A third objection deplores the Commissioner’s treatment of the deferred 
compensation on the ground that he substituted one distortion for another 
by taxing the entire amount in one year. We examined this objection in con- 
sidering the principle of realization of income, and there is little that we 
can now add. Very likely the income would have been better reflected if 
one-third of the total earnings had been taxed each year. On the other 
hand, we should recall that the Commissioner has had to work within 
limitations not of his own choosing. Section 41, it is true, requires him 
to use a method of computation which, in his opinion, will “clearly re- 
flect” the taxpayer’s income. But a “clear reflection” is not some eternal 
Platonic concept withdrawn from the shifting affairs of imperfect mortals. 
The purpose of section 41 is to substitute a proper result for an improper 
result ; and if a proper result is achieved, the income is “clearly reflected.” 
We will not attempt to define a proper result except to say that it is a 
result which is fitting under the particular circumstances. We cannot say 
that the result desired by the taxpayer is suitable to the occasion. We are 
equally unable to say that the result proposed by the Commissioner is 
inappropriate under the circumstances. 

The essential defect of the taxpayer’s criticism is that it would have us 
appropriate the Commissioner’s role. Under section 41 the result to be 
achieved is one which is proper “in the opinion of the Commissioner.” It 
is he who has been delegated to do the job which should be done. Cf. 
Helvering v. Wilshire Oil Co., 308 U. S. 90. An “opinion” presupposes 
a discretionary exercise of judgment. Since an opinion may be arbitrary 
as well as discretionary, we are entitled to review the Commissioner’s 
determination. However, we are not entitled to intervene merely because 
the Commissioner’s opinion was not as wise as it might have been. His 
judgment “should not be interfered with unless clearly unlawful.” Lucas 
v. American Code Co., 280 U. S. 445, 449. Cf. Burnet v. S. & L. Bldg. 
Corp., 288 U. S. 406, 414. Nor should we look askance upon his judgment 
because it has not been formulated as a general regulation. The Com- 
missioner may feel that he has not yet had “sufficient experience with a 
particular problem” to justify the promulgation of “a hard and fast rule.’ 
In any event, it is not for us to say whether he should proceed “by gencral 
rule or by individual, ad hoc litigation.” Securities Comm’n v. Chenery 
Corp., 332 U. S. 194, 202, 203. We are unable to persuade ourselves 
that the Commissioner’s opinion deserves to be molested. Cf. Douglas v. 
Commissioner, supra. 
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We now turn to another group of contentions which are differently 
oriented. These refer to various statutes, regulations and decisions as 
articulating an unequivocal policy in favor of the taxpayer. This sharply 
defined policy, it is said, fortifies the taxpayer’s conviction that he is right 
even if the principle of realization and section 41 otherwise suggest that 
he may be wrong. 

The taxpayer says that section 22(a) significantly distinguishes between 
compensation for services and other income. In the case of compensation 
the provision refers to compensation “of whatever kind and in whatever 
form paid.” In the case of all other income the provision does not use 
the word “paid.” *° It is therefore asserted that compensation must be 
“paid” or more fully realized than other income in order to be taxed.*® 
We doubt whether the word “paid” peculiarly affects the present ques- 
tion, regardless of its significance in other contexts. An employee on 
the accrual basis is taxable although his compensation is not yet “paid.” 
We read the word as simply indicating, not that the eventual payment 
necessarily marks the taxable event, but that the eventual form of pay- 
ment is immaterial in the tax equation. 

Our attention is next directed to section 126 of the Code, enacted in 
response to our decision in Helvering v. Enright, 312 U. S. 636. See 
H. R. Rep. No. 2333, 77th Cong., 2d Sess., pp. 48, 83; S. Rep. No. 1631, 
77th Cong., 2d Sess., p. 100; Hearings before the Committee on Ways 
and Means on Revenue Revision of 1942, 77th Cong., 2d Sess., p. 89; 
Hearings before the Committee on Finance on H. R. 7378, 77th Cong., 
2d Sess., p. 71. Cf. Estate of Putnam v. Commissioner, 324 U. S. 393. 
Under section 126 “all the accrued income of a decedent who reported 
his income on the basis of cash receipts and disbursements” is taxable 
when received by his estate or some distributee. Treasury Regulations 
111, §29.126-1. The regulations illustrate this rule by an example of a 
decedent “who kept his books on the basis of cash receipts and disburse- 
ments” and “was entitled at the date of his death to a large salary pay- 
ment to be made in equal annual installments over five years.” If the 
estate collects two installments and then distributes “the right to the 
remaining installment payments to the residuary legatee of the estate, the 
estate must include in its gross income the two’installments received by it, 
and the legatee must include in his gross income each of the three install- 
ments received by him.” ** 


15 Two special sentences dealing with Presidents of the United States and judges of 
courts of the United States refer to compensation “received.” 

16 The taxpayer refers also to Treasury Regulations 111, §29.22(a)-3, which we have 
considered at p. 404 supra. 

17 Compare a later illustration in the same section of Regulations 111, as amended by 
T.D. 5459, 1945 Cum. Bull. 193, dealing with the sale of an interest in a partnership. 
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According to the taxpayer, this example presupposes that the payment 
of compensation may be freely staggered so that it is taxed as it is paid. 
Our inference is not so generous. Section 126 applies only if a deceased 
employee’s earned but unpaid income is not “properly” taxable before 
his death. Therefore, it may be said to leave open the very question we 
are considering—the propriety of taxing a cash basis employee before he 
has received his compensation. Nothing in the legislative history of 
section 126 hints that a taxpayer may intentionally defer the payment 
of gain, as in the present case, and successfully defer the payment of tax 
until the payment of the gain. 

Other provisions on which the taxpayer relies are contained in sections 
22(b)(2)(B) and 165(c) of the Code. The former states that if an 
employer purchases an annuity contract for an employee and “the em- 
ployee’s rights under the contract are nonforfeitable except for failure 
to pay future premiums, the amount contributed by the employer for 
such annuity contract on or after such rights become nonforfeitable shall 
be included in the income of the employee in the year in which the amount 
is contributed.” The latter states that a contribution by an employer to 
a trust for an employee is taxable to the employee when made if his 
“beneficial interest” in the contribution “is nonforfeitable at the time the 
contribution is made.” On the basis of these provisions two arguments 
are advanced. The first is that the selective taxation of certain types of 
deferred compensation plainly implies that other types are immune until 
the deferred amounts are available to the employee. The second is that 
a decision in favor of the Government is too anomalous to be attributed 
to Congress. If an employee’s rights in a commercial annuity contract 
are forfeitable when the employer buys the contract, the employee is 
taxed as annuity payments are later made to him though his rights become 
nonforfeitable before payment. But if an employee has a mere contract 
of deferment, without the safeguards surrounding a commercial annuity 
contract, he is considered taxable on the aggregate amount of the deferred 
payments as soon as his rights to the payments become nonforfeitable. 

These contentions oversimplify the situation. The provisions referred 
to are integral parts of an elaborate structure which includes additional 
rules on employee trust and annuity arrangements. See §§22(b)(2)(B), 
23(p), and 165(a)(b) of the Code. Generally speaking, these rules 
provide that if an employer makes contributions under a pension, profit 
sharing or similar plan for his employees, the employer may immediately 
deduct the contributions but the employees are taxable only as benefits 
are paid. These provisions were intended to encourage, through the 
device of tax deferment, social security arrangements between employer 
and employee. By the same token these provisions were carefully refined 

2 
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in order to exclude arrangements which are merely tax deferment plans 
for key executives. Experience had disclosed that so-called employee 
plans were frequently oblivious of all but a few employees. See H. R. 
Rep. No. 2333, 77th Cong., 2d Sess., pp. 50, 103; S. Rep. No. 1631, 77th 
Cong., 2d Sess., pp. 44, 136. But Congress went beyond the imposition 
of various conditions in order to assure wider coverage. It also declared, 
in sections 22(b)(2)(B) and 165(c), that a contribution for a specially 
sclected employee is taxable to him if his rights under the plan of con- 
tribution are nonforfeitable at the time of contribution. And in section 
23(p)(1)(D) it provided that if the employee’s rights are then for- 
feitable, the employer is barred from deducting the contribution. The 
contribution cannot be both nontaxable and deductible. 

If the taxpayer is correct, then all these painstaking precautions do 
not mean as much as they would seem to mean. A few executives may still 
be chosen to reap the advantages of deferred compensation and deferred 
taxes, and the employer may stifl deduct each and every payment. It is 
not enough to point out, as the taxpayer does, that there is no attempt to 
state a specific rule for employees who defer their compensation by a 
simple contractual device. The question is whether we should sanction 
an arrangement which would undermine the elaborate structure so care- 
fully put together by the statutes. We do not always feel able to help a 
statute in distress, but neither do we always feel unable to be gallant. 
lor instance, in Helvering v. Clifford, supra, we held that special statutes 
taxing the income of certain trusts to the grantor did not imply that the 
income of all other trusts was not taxable to the grantor. Cf. Douglas v. 
Villcuts, supra. 

Here, as in the Clifford case, the alternatives are essentially the same. 
\Ve may accept the network of specific statutes as an admonition that we 
should acquiesce in their effective frustration. Or we may regard the 
statutes as a partial reflection of a wider policy which we should imple- 
ment through “the resources of the judicial process without the aid of 
legislation.” Burnet v. Wells, 289 U. S. 670, 677. Cf. Van Beeck v. 
Sabine Towing Co., 300 U. S. 342, 351; United States v. Hutcheson, 
312 U. S. 219, 235. We think that we enjoy the privilege of being sensible 
here, and that the second course makes better sense than the first. The 
alleged anomaly is not too alarming. True, if an employee’s rights under 
an annuity contract are forfeitable when the premiums are paid, he is not 
at once taxable on them when his rights become nonforfeitable. No tax is 
due until amounts become available to him. See S. Rep. No. 1631, 77th 
Cong., 2d Sess., p. 141. Cf. H. R. Rep. No. 2333, 77th Cong., 2d Sess., 
pp. 106-07. But this deferment has its price, for the employer waives 
the deduction of the contributions. Here, however, the taxpayer would 
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have the deferment without the price, since the amounts deferred were 
deductible. §23(p)(1)(D) of the Code. 

The other policy arguments fall back upon the cases. Foremost among 
them is this Court’s opinion in Burnet v. Logan, 283 U. S. 404. It is 
said that we cannot decide this case for the Government without seriously 
disturbing our decision in that case for the taxpayer. Fortunately at 
times, and unfortunately at other times, we have not invariably failed to 
contradict ourselves. On this occasion we are satisfied that none of our 
precedents will fall. Cf. Helvering v. Hallock, 309 U. S. 106; Commis- 
sioner v. Church, 335 U. S. 632. 

In Burnet v. Logan the taxpayer had sold stock in a steel company 
for cash and future annual payments which were geared to the quantity 
of ore mined each year by an operating lessee. The Government calculated 
the resulting tax liability by regarding the sale as a closed transaction and 
valuing the buyer’s promise to pay. This Court disagreed, stating that 
there was no need “to place according to the best available data some 
approximate value upon the contract for future payments. . . . As annual 
payments on account of extracted ore come in they can be readily appor- 
tioned first as a return of capital and later as profit. The liability for 
income tax ultimately can be fairly determined without resort to mere 
estimates, assumptions and speculation. When the profit, if any, is actually 
realized, the taxpayer will be required to respond.” The Court further 
observed that “the promise of future money payments” was “wholly 
contingent upon facts and. circumstances not possible to foretell with 
anything like fair certainty. The promise was in no proper sense equiva- 
lent to cash. It had no ascertainable fair market value. The transaction 
was not a closed one.”’ For the taxpayer might never recoup the capital 
investment “from payment only conditionally promised.” The taxpayer 
was accordingly entitled to the return of capital “before assessment of any 
taxable profit based on conjecture.” 283 U. S. at 412-13. 

Perhaps the Logan opinion is not too clear, though we allow for the 
normal quota of intentional ambiguity in our essays. At various points 
the opinion stresses the “wholly contingent” character of the obligation. 
Undoubtedly many contingencies hovered over the promise to pay. The 
underlying mining contract might be cancelled or revised; there was no 
guaranteed minimum annual payment; later production might not meet 
earlier estimates. The taxpayer insists that several sentences prescribe 
a rule apart from the peculiar uncertainties of the case. According to this 
rule, if property is sold on an installment basis and the deferred payments 
are not represented by negotiable paper, the Commissioner cannot, under 
the general principle of realization, require the seller to pay an income 
tax before his capital investment, if any, is actually recovered and the 
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profit, if any, is actually received. In the Logan case itself, the taxpayer 
says, this Court conceded that the installment obligation could be valued 
though the valuation was “speculative.” 283 U. S. at 413. Several de- 
cisions, he adds, have refused to impose tax before actual payment of the 
income item despite a stipulation or finding that the obligation in terms 
of mineral output had a fair market value.** These cases indicate that 
liability for income tax is postponed, not because a reasonable valuation 
~s unduly difficult, but because a right to future payments which are 
hedged by contingencies should not be treated as the equivalent of tax- 
able cash."® 

The taxpayer’s understanding of the Logan opinion is not entirely 
borne out by the decisions. In one case, involving the liquidation of a 
corporation, the taxpayer-stockholder received a right to future pay- 
ments determined by mineral output, and he was successfully taxed on a 
gain measured by the difference between the fair market value of the 
right and the basis of his stock. Robert J. Boudreau, 45 B.T.A. 390, 
aff'd, 134 T°. 2d 360.*° “The uncertainty attaching to payments to be 
made from the production of mineral,” wrote the Tax Court, “is no 
greater and no more difficult to make allowance for in a problem of valua- 
tion than many other contingencies. The problem of valuing a patent, 
for example, might be just as difficult or even more difficult.” 45 B.T.A. 
394. Each case, concluded the court, must rest on its own facts. Some 
rights to payments measured by mineral output have a present market 
value and others do not. See also Walls v. Commissioner, 60 F. 2d 347; 
John Vaccaro, 2 T.C.M. 820. ; 

Assuming that the taxpayer’s version of Burnet v. Logan is correct, 
we are not obliged to recanvass that case in order to decide this case. 
In the first place, Burnet v. Logan involved a disposition of property, and 
hence it was considered unfair to assess a tax on gains before the assured 
recovery of capital outlay. Here there is no problem of recouping capital. 
Secondly, in Burnet v. Logan there was apparently no attempt to defer 
the receipt of gain for the sake of non-business reasons. Here the attempt 
has been made. These differences seem to suffice for the present.** 


18 Teck Hobbs, 26 B.T.A. 241; Edwards Drilling Co., 35 B.T.A. 341, aff'd, 95 F. 2d 
719; Willis R. Dearing, 36 B.T.A. 843, aff’d on other issues, 102 F. 2d 91; Cook Drilling 
Co., 38 B.T.A. 291; Kay Kimbell, 41 B.T.A. 940. 

19 See R. E. Wyche, 36 B.T.A. 414, 420; Alexander J. Cassatt, 47 B.T.A. 400, 410, 
aff'd, 137 F. 2d 745. 

20 Cf. Fleming v. Commissioncr, 153 F. 2d 361. But cf. Cassatt v. Commissioner, 137 
I’. 2d at 748. 

*1 The taxpayer has also relied on several individual annuity decisions. J. Darsie Lloyd, 
33 B.T.A. 903; Frank C. Deering, 40 B.T.A. 984; Bella Hommel, 7 T.C. 992; Estate of 
Bertha F’. Kann, 6 T.C.M. 913. In these cases, involving the transfer of property to a 
relative in consideration of the relative’s unsecured promise to pay an annuity, the 
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Another decision which the taxpayer considers significantly friendly 
is Frederick John Wolfe, 8 T.C. 689, aff'd, 170 I*. 2d 73. In that case 
it was held that the value of a retirement pension, payable by the Standard 
Oil Company of New Jersey, was not immediately taxable income. The 
Tax Court declared that the annuity agreement “was in no ordinary 
negotiable or assignable form,” and distinguished “ordinary commercial 
annuity contracts, purchased by employers from insurance companies for 
employees.”” 8 T.C. at 701. Cf. Hooker v. Hoey, 27 F’. Supp. 489, aff'd, 
107 F. 2d 1016. Aside from our general anxiety to avoid tax cases, it is 
unnecessary for us to pass upon the merits of the [Volfe decision. In 
disposing of the case, neither the Tax Court nor the Court of Appeals 
proceeded on the assumption that the taxpayer had intentionally deferred 
the receipt of gain. Indeed the Wolfe decision illustrates a point which is 
worth making. In that case it was the taxpayer who argued that the right 
to future annuity payments was present income. He was a nonresident 
of the United States when he acquired the right and as a nonresident 
he would not be taxable. The courts naturally focused upon that aspect 
of the matter in molding their answer. Somewhat the same may be said 
of such cases as Bedell v. Commissioner, supra, and Shuster v. Helvering, 
supra. There also the element of intentional deferment to avoid tax was 
evidently absent, and there also the taxpayers argued that the right to 
receive the gain was taxable in order to avoid tax on the receipt. But 
here we have been meditating amid different surroundings, and we would 
not be wise if we ignored the circumstances which provide the criteria 
of our wisdom. “New channels of thought cut themselves under the 
drive of a dilemma.” Burnet v. Guggenheim, 288 U. S. 280, 289.” 

We seem to have reached the end of the road.** A choice “must be 


Commissioner valued the promise and sought to tax the difference between the basis of 
the property and the value of the promise as immediate income. We refrain from de- 
termining whether these cases were correctly decided. Cf. Hill’s Estate v. Maloncy, 
58 F. Supp. 164. But cf. Florence L. Klein, 6 B.T.A. 617, 621; Guaranty Trust Co. of 
New York, 15 B.T.A. 20, 23-24; G.C.M. 1022, VI-1 Cum. Bull. 12 (1927). And see Paul, 
Studies in Federal Taxation, Third Series, pp. 397-99. 

22 Two other cases call for a few comments. In [Villiam A. Hines, 38 B.T.A. 1061, 
the Board found that the desire to minimize tax was not the principal reason for the 
deferment of compensation. In holding that the right to reccive compensation was not 
taxable income, the Board also found that the services had not yet been fully completed 
in the taxable year. To the extent that the reasoning in the Hines opinion is at odds 
with this opinion, we do not find it persuasive. In Flarsheim v. United States, 156 F. 
2d 105, there may have been a prominent element of intentional deferment for income 
tax purposes. But the employce acquired no absolute right to future compensation be- 
cause the payments in question hinged precariously upon future profits. 

23 Both the Government and the taxpayer have drawn favorable inferences from §104 
of H. R. 6712, 80th Cong. 2d Sess., which died in the Senate. Section 104, if enacted, 
would have provided that amounts payable under an “employee retirement benefit con- 
tract” are taxable to the employee only as received. In defining an “employee retirement 
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made,” and we are modestly satisfied that under the circumstances “we 
have made the best choice we could.”” Cf. De Ganay v. Lederer, 239 Fed. 
568, 575, aff'd, 250 U. S. 376. It is unnecessary to decide whether the 
doctrine of constructive receipt would lead us to the same destination. 
Cf. Richards’ Estate v. Commissioner, 150 F. 2d 837; Adolph Zukor, 
33 B.T.A. 324; Kay Kimbell, supra; Howard Veit, 8 T.C. 809; Wash- 
ington, Corporate Executives’ Compensation, p. 109. 

We have not overlooked the warning that administrative problems will 
follow in the wake of our decision. Quite likely there will be nice factual 
questions whether certain deferments were required by the employer in 
response to some business purpose. If mixed motives join forces, there 
may be additional questions. Or it may be difficult to determine whether 
a right to deferred compensation became sufficiently unconditional at 
a particular time. However, a rule need not be perfect in order to be a 
rule. On other occasions we have not flinched before the threat of ad- 
ministrative difficulties,** and wé are equally reluctant to hesitate here. 
Sections 22(a) and 4". well as the principle of realization, are “so 
general” in content “as to render an interpretative regulation appropriate.” 
Helvering v. Reynolds Co., 306 U. S. 110, 114. See also Helvering v. 
Clifford, supra, at 334; Harrison v. Schaffner, supra, at 583. Cf. Ma- 
gruder v. Realty Corp., 316 U. S. 69, 73; Textile Mills Corp. v. Commis- 
sioner, 314 U.S. 326, 338. We are unwilling to proceed on the assump- 
tion that the Treasury is unable to devise a proper regulation which will 
afford illumination and guidance. In enacting the complex provisions on 
employee benefits via trusts and annuities; Congress did not despair over 
the Treasury’s capacity to act intelligently. We, too, are not yet ready 
to despair. 

Reversed. 


benefit contract,” the proposed amendment expressly excluded any contract “which has 
as a principal purpose the prevention of the imposition of the surtax” on the employee 
“during any part of the period” of employment. The accompanying report stated that 
the amendment dealt with contracts which “are distinguished from the so-called pension, 
stock-bonus, and profit-sharing plans in that the retirement benefit contract is entered 
into with an individual employee and does not involve the advance accumulation of the 
funds to finance the payments called for or the advance purchase of annuity or other 
like contracts.” The report further explained that the amendment was “intended to 
forestall the possibility that such a contract will be made the basis for an income tax, 
at the time when the employee’s rights under the contract became nonprofitable [non- 
forfeitable], on the present value of the payments which the employee may expect to 
receive under the contract.” H. R. Rep. No. 2087, 80th Cong., 2d Sess., p. 24. Although 
nice inferences may be spun in either direction, we prefer to think that this bit of legis- 
lative history is unenlightening. Legislative history is always relevant in construing legisla- 
tion (Harrison v. Northern Trust Co., 317 U. S. 476, 479), but it is not always helpful. 

24See Higgins v. Smith, supra; Helvering v. Clifford, supra; Helvering v. Horst, 
supra; Commissioner v. Tower, supra; Basley v. C ommissioner, supra, 














Earned Surplus And Its Tax Problems For 
The Stockholder 


JOHN W. DRYE, JR. 


Orns of the problems most often submitted to the tax practitioner is 
that of the stockholder of a closely-held corporation who finds himself 
in need of funds for either existing or prospective liabilities and who 
must turn to his corporation. Where the corporation has accumulated 
or current earnings, the problem is essentially one of getting liquid funds 
into the hands of the shareholder, while at the same time steering clear of 
the high surtax rates imposed on dividends. 

Congress and the courts have been ingenious in erecting obstacles. 
The subject is vast and the material staggering in its volume and im- 
plications. No effort is here made to submit an all-inclusive treatise on 
the subject. It may be, however, that the following discussion will high- 
light some of the problems and constitute a useful review of the subject. 


THE STATUTES 


Congress has provided in the Internal Revenue Code: 

That “the term ‘dividend’ . . . means any distribution made by a 
corporation to its shareholders . . . (1) out of its earnings or profits 
accumulated after February 28, 1913 or (2) out of the earnings or profits 
of the taxable year . . .” section 115(a) ; 

That “every distribution is made out of earnings or profits to the extent 
thereof, and from the most recently accumulated earnings or profits.”’ 
section 115(b) ; 

That “Amounts distributed in complete liquidation of a corporation 
shall be treated as in full payment in exchange for the stock, and amounts 
distributed in partial liquidation of a corporation shall be treated as in 
part or full payment in exchange for the stock.” In the case of partial 
liquidation, that “the part of such distribution which is properly charge- 
able to capital account shall not be considered a distribution of earnings 
or profits.” section 115(c) And a partial liquidation is defined as “a 
distribution by a corporation in complete cancellation or redemption of a 
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part of its stock, or one of a series of distributions in complete cancella- 
tion or redemption of all or a portion of its stock.” section 115(i) ; 

That distributions out of capital “shall be applied against and reduce 
the . . . basis of the stock . . . and if in excess of such basis, such ex- 
cess shall be taxable in the same manner as a gain from the sale or exchange 
of property.” section 115(d) ; 

That “If a corporation cancels or redeems its stock . . . at such time 
and in such manner as to make the distribution and cancellation or re- 
demption in whole or in part essentially equivalent to the distribution of 
a taxable dividend, the amount so distributed . . . to the extent that it 
represents a distribution of earnings or profits accumulated after February 
28, 1913, shall be treated as a taxable dividend.” section 115(g) ; and 

That in the case of a boot dividend in reorganization, if the distribution 
“has the effect of the distribution of a taxable dividend, then there shall 
be taxed as a dividend to each distributee such an amount of the gain 
recognized . . . as is not in excess of his ratable share of the undistrib- 
uted earnings and profits of the corporation accumulated after February 
28, 1913.” section 112(c) (2) 

The normal approach is to determine the practical steps available to 
raise the necessary funds and to check and weigh them against these 
statutory provisions as interpreted by the numerous cases. The practical 
alternatives may involve (1) a sale of property to or by the corporation, 
(2) a purchase or redemption by the corporation of its stock, (3) a 
capital distribution, (4) complete or partial liquidation, (5) reorganiza- 
tion of the corporation, or (6) stockholder borrowing. 


SALES OF PROPERTY BETWEEN THE STOCKHOLDER AND THE 
CoRPORATION 


It is often possible for the stockholder to sell non-liquid property to 
the corporation for needed cash, and so long as the sale is at a fair price 
there appears to be no authority for imposing any dividend tax upon the 
stockholder on the receipt of the proceeds of sale. It seems equally clear 
that a sale for more than fair value may involve the payment of a divi- 
dend to the extent of such excess, even where the shareholdings are not 
exactly proportionate to the interests in the property transferred.* Like- 
wise, the purchase by stockholders of property from the corporation at 
less than a fair price results in the receipt of a taxable dividend.’ In the 
case of closely-held corporations it is doubtful whether stockholders can 
avail themselves of the protection that the price was fair when fixed, 
though insufficient at the time of purchase. Where full practical control 


1H. K. L. Castle, 9 B.T.A. 931 (1927). 
2 Timberlake v. Comm’r, 132 F.2d 259 (C.C.A.4th 1942). 
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is retained by the stockholders it might be difficult to show that the trans- 
action was not “an implement for the distribution of corporate earnings 
to stockholders.” * 

The Young case‘ is one of the most interesting involving sale of prop- 
erty. There, corporation A owned all of the stock of corporation B, which 
in turn owned all of the stock of corporation C. Corporation B sold the 
stock of corporation C for an amount substantially below its value to five 
trusts set up by the individual owners of 97.7 per cent of the stock of cor- 
poration A. The grantors were held taxable on the income of the trusts 
under the Clifford ° case. The excess in value of the stock of C over the 
sales price was treated as a dividend in kind to corporation A from corpora- 
tion B to the extent of the accumulated earnings of corporation B available 
at the time of distribution, and this amount, reduced by about half because 
of deficits in corporation A, was taxed to the stockholders as a dividend 
from corporation A. The excess of the amount of the distribution over 
the amount taxed as a dividend to corporation A was directed to be applied 
against its cost basis of the stock of corporation B and the excess of the 
amount of the distribution constructively received by the stockholders over 
the amount taxable as a dividend was directed to be applied against the 
stockholders’ cost of their stock in corporation A. Thus consistency was 
maintained in considering that done which should have been done. 


PURCHASE OR REDEMPTION BY A CORPORATION OF ITS STOCK 


Sales by stockholders of some or all of their stock to the corporation 
may have wide and varied effects, depending on the facts. 

The statutory provisions enumerated above expressly impose the divi- 
dend tax only where the purchase of the stock constitutes a cancellation 
or redemption by the corporation of “its stock . . . at such time and 
in such manner as to make the distribution and cancellation or redemp- 
tion in whole or in part essentially equivalent to the distribution of a 
taxable dividend.” ° 

The numerous cases decided under section 115(g) reiterate the rule 
that each case must stand on its own facts. Nevertheless the ambiguous 
language used in the statute is constantly being shaped in meaning and 
content by the cases." 


8 Palmer v. Comm’r, 302 U.S. 63 (1937). 

#V. U. Young, 5 T.C. 1251 (1945). 

5 309 U.S. 331 (1940). 

6 Section 115 (g). This section had its genesis in section 201(d) of the Revenue Act of 
1921 and was for the purpose of plugging the loophole created by the decision in Eisner 
v. Macomber, 252 U.S. 189 (1920). 61 Conc. Rec. 7507; H.R. Rep. No. 1, 69th Cong., 
Ist Sess. 5 (1921); Sen. Rep. No. 52, 69th Cong., Ist Sess. 15 (1921); H.R. Rep. 
No. 356, 69th Cong., Ist Sess. 30 (1921). 

7 See Clara Louise Flinn, 37 B.T.A. 1085 (1938) ; Reg. 111, Sec.- 29.115-9. 

















424 TAX LAW REVIEW | Vol. 4: 


According to a regulation * of long standing, the acquisition by a cor- 
poration of all the stock of a single stockholder “so that the shareholder 
ceases to be interested in the affairs of the corporation, does not effect 
the distribution of a taxable dividend.” This rule, however, cannot be 
applied literally, as it has been held that if the corporation redeems its 
stock for the purpose of distributing earned surplus, the fact that all of 
the stock of some shareholders is redeemed will not save them from sur- 
tax.*° These cases do not discuss what happens to the stockholders’ basis. 

On the other hand, the purchase by a corporation of part of the stock 
pro rata from its stockholders may leave them in the same practical posi- 
tion as if a dividend had been declared. 

In between these two extremes, there are many varying situations with 
respect to which the line of demarcation is not so clear. 

A dividend can result without an absolutely pro rata retirement of 
stock.*° It would seem, however, that the relative shares of the equity 
owners must be substantially preserved by the payment. The partial or 
complete retirement of preferred shares, where the preferred stockholder 
has purchased his shares for value and owns no common stock, is not a divi- 
dend. It would seem that the same rule should apply even though the pre- 
ferred stockholder did not acquire his preferred shares for value. The Tax 
Court, however, took a different view in the DeNobili Cigar Co. case,” 
where it said : 

lor its final argument petitioner asserts that section 115(g) does not apply 
to stock redeemed from others than the original stock dividend recipients ; 
in other words, stock that has been transferred by the distributee shareholder 
prior to the time of redemption. Parker v. United States, 88 Fed. (2d) 907, 
reached what it termed the ‘somewhat paradoxical’ result that a redemption 
might be a dividend as against the original recipient of the stock and not a 
dividend ‘as against the holder who acquired it for full value from the original 
recipient.’ But where the transfer was merely from a decedent to his estate 
upon death, the change of ownership was considered immaterial for purposes 
of section 115(g). Flanagan v. Helvering, supra. The reason for the rule in 
the Parker case is that if a stockholder has acquired his redeemed stock for 
cash, he should be allowed to recover his capital outlay. 


The retirement of preferred should not result in a taxable dividend to 
one of several common stockholders who also happens to own preferred. 


8 Reg. 111, Sec. 29.115-9. 

®De Nobili Cigar Co., 1 T.C. 673 (1943), aff'd, 143 F.2d 436 (C.C.A.2d 1944); 
Leopold Adler, 30 B.T.A. 897 (1934), aff'd on other grounds, 77 F.2d 733 (C.C.A.5th 
1935) ; Shelby H. Curlee, Trustee, 28 B.T.A. 773 (1933). 

10 McGuire v. Comm’r, 84 F.2d 431 (C.C.A.7th 1936), cert. denied, 299 U.S. 591 
(1936) ; William W. Wood, III, 2 TCM 1010 (1943) ; J. Natwick, 36 B.T.A. 866 (1937) ; 
Leopold Adler, 30 B.T.A. 897 (1934), aff'd on other grounds, 77 F.2d 733 (C.C.A.5th 
1935). Cf., however, R. W. Creech, 46 B.T.A. 93 (1942). 

11 De Nobili Cigar Co., 1 T.C. 673, 681 (1943), aff’d, 143 F.2d 436 (C.C.A.2d 1944). 
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But where the common holdings of the preferred stockholders constitute 
control, the question becomes more difficult. Family holdings make for 
additional uncertainty, but unless the family unit concept is extended 
farther than it has been, there should be no dividend tax against the pre- 
ferred stockholder whose stock is retired where members of his family 
own all of the common stock. 

It is not uncommon jor the aging owners of a business to create pre- 
ferred stock for substantially all of the value of the business and sell or 
give the low-value common to the young men who have been selected to 
continue the business. The subsequent retirement of the preferred after 
the disposition of the common completely terminates the preferred stock- 
holders’ interest in the business, and there should be no basis for contend- 
ing that the redemption payments are dividends to the preferred stock- 
holders. Of course, the situation may be different where common stock 
holders sell their preferred in a scheme involving the retirement of the 
preferred after the sale, but in such instances the dividend should be to 
the common stockholders and not to the stockholder whose preferred 
stock is retired. 

It is clear that the taxpayers’ good motives do not prevent the imposi- 
tion of the tax ** and that the use to which the proceeds of the redemption 
are to be put is likewise beside the point if the transaction is primarily 
for the benefit of the stockholder and not of the corporation.* Perhaps 
the most often quoted words are those of (now Chief) Justice Vinson 
in Flanagan v. Helvering: * 

But the net effect of the distribution rathet than the motives and plans of the 
taxpayer or his corporation, is the fundamental question in administering 
§ 115(g). 

The fact that the stock acquired was originally issued for full value 
may no longer be of any moment, even in the Second Circuit, where, in 
Kirschenbaum v. Commissioner,” the Court said: 

. we think that Commissioner v. Estate of Bedford, supra, 325 U. S. 


283, 65 S. Ct. 1157, has authoritatively overruled the doctrine that the dis- 
tribution of accumulated earnings in the cancellation or redemption of shares 


12 McGuire v. Comm’r, 84 F.2d 431 (C.C.A.7th 1936), cert. denied, 299 U.S. 591 
(1936) ; Annie Watts Hill, 27 B.T.A. 73 (1932), aff'd, 66 F.2d 45 (C.C.A4th 1933). 
See also Stein v. United States, 62 F. Supp. 568 (Ct. Cl. 1945) ; Bertram Meyer, 5 T.C. 
165 (1945), rev’d on other grounds, 154 F.2d 55 (C.C.A.3rd 1946); George Hyman, 
28 B.T.A. 1231 (1933), aff'd, 71 F.2d 342 (App. D.C. 1934). 

18 Smith v. United States, 121 F.2d 692 (C.C.A. 3rd 1941); United National Corp., 
2 T.C. 111 (1943), rev’d on other grounds, 143 F.2d 580 (C.C.A.9th 1944); A. E. 
Levit, 43 B.T.A. 1077 (1941); L. B. Hirsch, 42 B.T.A. 566 (1940), aff'd, 124 F.2d 
24 (C.C.A. 9th 1941). 

14 116 F.2d 937, 939 (App. D.C. 1940). 

18155 F.2d 23, 24 (C.C.A.2d 1946), cert. denied, 329 U.S. 726 (1946). 
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can never be ‘essentially equivalent’ to the payment of a dividend, if the shares 
were originally issued for a bona fide corporate purpose: i.e., for a purpose 
other than to evade taxation. What other test will satisfy the language of 
§115(g) we need not now attempt to say; perhaps the section covers all can- 
cellations or redemptions which result in the distribution of accumulated 
earnings ; perhaps there are some purposes for which a corporation may re- 
duce its shares and distribute such earnings and yet the distribution will not 
be ‘essentially equivalent’ to the payment of a dividend. The answers to these 
questions must be left to future decision. 


The “essentially equivalent” phrase in the statute has suffered con- 
siderable judicial erosion, but it is still there and courts are still being 
persuaded to give it some effect. Both before and after the Bedford case 
redemptions of stock have been held to have been made in partial liquida- 
tion and not as dividends in cases where the action was taken because of 
a true contraction of the corporation’s business.** 

In the recent Snite case *’ the sole stockholders of a corporation sold 
some of their shares to the corporation to be held as treasury stock for 
optioning to employees. The Tax Court held that the proceeds of sale 
were not taxable as a dividend. It laid considerable stress, however, on 
the fact that employees of the company initiated the plan; that the cor- 
poration had a liberal dividend policy; that there was to be an ultimate 
change in the stockholders’ proportionate interest ; and that there was no 
showing that the stockholders were in need of funds. The idle cash argu- 
ment,** which many taxpayers have advanced, has worked where it is 
related to a decrease in operations or the abandonment of one of the 
departments of the business.*” External pressure by creditors to reduce 
the corporation’s capitalization °° or extinguish indebtedness of stock- 


16 Canady v. Comm’r, 76 F.2d 278 (C.C.A.3rd 1935); Comm’r v. Straub, 76 F.2d 388 
(C.C.A.3rd 1935) ; Samuel A. Upham, 4 T.C. 1120 (1945) ; Albert T. Perkins, 36 B.T.A. 
791 (1937); Rudolph Boehringer, 29 B.T.A. 8 (1933). 

17 Fred B. Snite, 10 T.C. 523 (1948) Nonacq., app. pending C.C.A. 7th. 

18 The argument that section 115(g) should not apply when the corporation makes 
the redemption by using idle funds, no longer needed in the business, has had a very 
uneven career in the courts. It was employed successfully in Comm’r v. Rockwood, 
82 F.2d 359 (C.C.A.7th 1936); Alfred E. Fuhlage, 32 B.T.A. 222 (1935), where it was 
buttressed by a good dividend history; and John P. Elton, 47 B.T.A. 111 (1942). It 
failed completely in McGuire v. Comm’r, 84 F.2d 431 (C.C.A.7th 1936), cert. denied, 
299 U.S. 591 (1936); Dunton v. Clauson, 67 F. Supp. 839 (D.C. Me. 1946); Pullman, 
Inc., 8 T.C. 292 (1947); United National Corp., 2 T.C. 111 (1943), rev’d on other 
grounds, 143 F.2d 580 (C.C.A.9th 1944) ; E. M. Peet, 43 B.T.A. 852 (1941) ; and W. & K. 
Holding Corporation, 38 B.T.A. 830 (1938). Where it has failed, the corporation has 
typically shown signs of continuing operations at the same rate as before. 

19 Joseph W. Imler, 11 T.C. 836 (1948) ; L. M. Lockhart, 8 T.C. 436 (1947) ; Heber 
Scowcroft Inv. Co., 4 TCM 755 (1945); United National Corp., 2 T.C. 111 (1943), 
rev'd on other grounds, 143 F.2d 580 (C.C.A.9th 1944). 

20 Harry A. Koch, 26 B.T.A. 1025 (1932). 
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holders ** has also been recognized as reasons for keeping the payments 
out of the dividend category, The latter situation, however, must not be 
confused with the case where the stockholders’ debts are cancelled via the 
stock redemption route to suit the stockholders’, rather than the corpora- 
tion’s, purposes.” 

Although all of these last-discussed points of distinction have been 
helpful in opposing tax determinations, it is a brave man who will rely 
upon them in advising upon a prospective transaction of substantial size 
where the circumstances are such that there will be anything approaching 
a pro rata withdrawal of funds by equity stockholders. 

In a case that otherwise suggests the distribution of a dividend, it may 
not be enough to point out that the stock acquired by the corporation was 
held in the treasury and was not “redeemed” or “cancelled” as the statute 
seems to require.”* 

However, the Tax Court has been more technical in its construction 
of other language in the section. In the recent Wanamaker Estate case ** 
the estate, as the holder of substantially all of the stock of John \Wana- 
maker Philadelphia, sold stock to a subsidiary, John \Wanamaker New 
York, to raise needed funds. Following the reasoning in Mead Corpora- 
tion v, Commissioner,” the Court held that the parent corporation did not 
cancel or redeem “its stock” when its stock was purchased by its sub- 
sidiary, and the Commissioner’s effort to impose the dividend tax failed. 
If the case is sound, would the same principle be applied where the sub- 
sidiary was created for the purpose of making the purchase? 

A somewhat comparable situation exists where a stockholder controls 
several corporations. The sale of stock in one to another of these corpora- 
tions may have the same practical effect as the declaration of a dividend, 
but there is no cancellation or redemption by the purchasing corporation 
of “its stock.” This type of transaction is not uncommon, but no case has 
been found where the claim of receipt of a dividend has been asserted. 


21 Bona Allen, Jr., 41 B.T.A. 206 (1940). Here the corporation needed an excep- 
tionally high credit rating because of its practice of financing operations through a large 
number of short-term loans at unusually low interest rates. The pressure for the re- 
demption came from the brokerage house which handled the corporation’s commercial 
paper. 

22 See William Swindells, 44 B.T.A. 336 (1941); A. E. Levit, 43 B.T.A. 1077 (1941); 
J. Natwick, 36 B.T.A, 866 (1937). 

23 Kirschenbaum y. Comm’r, 155 F.2d 23 (C.C.A.2d 1946), cert. denied, 329 U.S. 
726 (1946) ; William W. Wood, III, 2 TCM 1010 (1943); J. Natwick, 36 B.T.A, 866 
(1937). 

24 Rodman Wanamaker Trust, 11 T.C. 365 (1948). 

25116 F.2d 187 (C.C.A.3rd 1940). 
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CAPITAL DISTRIBUTIONS 


Corporations desiring to continue in business and with no accumulated 
earnings or profits or earnings or profits of the taxable year, or with 
relatively small accumulations, often find it desirable to distribute to 
stockholders cash or property no longer required in the business. In this 
instance, the then value of the distribution, after deducting so much 
thereof as is equal to the undistributed earnings and profits, if any, is 
applied against the cost of the stock under section 115(d), only the 
excess over such cost is taxable, and the capital gains rate is applicable. 
Perhaps this type of distribution is most often used in the case of greatly 
appreciated property. A true distribution in kind does not result in an 
addition to earnings and profits of the amount of the appreciation, and 
there is no tax to the corporation or to the stockholders of this gain, 
except to the extent that the total distribution may exceed the cost of the 
stock and constitute a capital gain.” 

Of course, care must be taken to avoid any negotiations for the sale 
of the appreciated property prior to the distribution to the stockholders ; 
otherwise the corporation may be held to have made the sale that in form 
is made by its stockholders.*” Perhaps, also, some consideration should 
be given to the seemingly fallacious and largely discredited doctrine of the 
Wakefield case,” that if property is bought out of earnings and profits 
its full value on distribution constitutes a dividend, though in excess of 
the accumulated earnings and profits of the distributing corporation. 


26 General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935); Comm’r v. 
Timken, 141 F.2d 625 (C.C.A.6th 1944); V. U. Young, 5 T.C. 1251 (1945). See also 
note 28 infra. 

27 Comm’r v. Court Holding Co., 324 U.S. 331 (1945) ; Wichita Terminal Elevator Co. 
v. Comm’r, 162 F.2d 513 (C.C.A.10th 1947) ; Fairfield Steamship Corp. v. Comm’r, 157 
F.2d 321 (C.C.A.2d 1946), criticized by Roswell Magill in 47 Cor. L. Rev. 707, 715 
(1947) ; Meurer Steel Barrell Co. v. Comm’r, 144 F.2d 282 (C.C.A.3rd 1944) ; Trippett 
v. Comm’r, 118 F.2d 764 (C.C.A.5th 1941). For an interesting decision the other way, 
sce Howell Turpentine Co. v. Comm’r, 162 F.2d 319 (C.C.A.5th 1947). 

28 Comm’r v. Wakefield, 139 F.2d 280 (C.C.A.6th 1943). The merits of the Wakefield 
rule have been either directly doubted or the rule itself valiantly distinguished in a 
number of Tax Court decisions, even where no true distinction would seem to have been 
present. See particularly Estate of John Acheson, 3 TCM 1242 (1944), the Commis- 
sioner’s appeals from which were finally withdrawn or abandoned in both the Fifth and 
Second Circuits [5 P-H {972,356 and 71,105 (1946)]; Paulina duPont Dean, 9 T.C. 
256 (1947) Nonacq., app. dismissed on nolle prosse, C.C.A.3rd 1949; Jane Easton 
Bradley, 9 T.C. 115 (1947); V. U. Young, 5 T.C. 1251 (1945), where Opper, J., 
dissenting, wanted to apply the Wakefield rule (5 T.C. 1260), but the majority thought 
otherwise. Although vestigial survivals of the rule are occasionally seen [e.g., Comm’r 
v. First State Bank of Stratford, 168 F.2d 1004 (C.C.A.5th 1947), cert. denied, 335 U.S. 
867 (1948)], it seems clearly wrong; Congress added section 115(1) to the Code by 
section 501 of the Second Revenue Act of 1940 to provide—and to emphasize—that 
carnings or profits are affected only by rcalised gains or losses; it has long been settled 
that no gain is realized by the ordinary distribution in kind. See note 26 supra. 
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LIQUIDATIONS 


It has been said that when stock is to be retired by the corporation 
there is a partial liquidation,*® and where the stock is to be retained in 
the treasury there is a sale.*° In either case the transaction should be 
taxed to the stockholder under the capital gains provisions of the Code, 
unless section 115(g) is made to reach out and catch the stockholder’s 
receipts as a dividend. Congress indicated that in amending section 
115(c) in the 1942 Act to restore partial liquidations to capital gains 
status, it considered it was leaving no loophole that was not adequately 
plugged by section 115(g).* 

There is a further threat in partial liquidations, of as yet undetermined 
importance. It grows out of the negative language in section 115(c) 
that in such cases “the part of such distribution which is properly charge- 
able to capital account shall not be considered a distribution of earnings 
or profits.” In the Jarvis case * where 10 per cent of the stock had been 
repurchased in a prior year, it was held that capital and capital surplus 
should be reduced on account of the repurchase to the extent of 10 per 
cent and that the balance of the purchase payment should be applied in 
reduction of accumulated earnings and profits. As yet, no decision appears 
to hold that the amount so applied to reduce accumulated earnings and 
profits is a dividend. 

Where feasible, complete liquidation seems to be the best insurance 
against the imposition of the surtax. The part of the liquidating dividend 
representing post-1913 earnings is not segregated and treated as an 
ordinary dividend.* It may, however, involve punitive capital gains taxes, 
because the dissolution of a controlled corporation is clearly not the tax- 
free reverse of a tax-free incorporation.™* 

But complete liquidation can enmesh the stockholder in difficulties with 
the dividend tax. For a time prior to the 1942 amendment to section 
115(c), it was necessary that the final distribution be made within a 
specified number of years after the close of the year in which the first 
distribution under the plan of liquidation occurred. Even now the regu- 
lations provide: 

If a distribution is made pursuant to a corporate resolution reciting that the 


distribution is made in liquidation of the corporation, and the corporation is 
completely liquidated and dissolved within one year after the distribution, the 


29 Abner J. Tower Trust, 5 T.C. 383 (1945). 

80 Edith I. Buckley, 4 TCM 460 (1945). 

81 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 93 (1942); Sen. Rep. No. 1631, 77th 
Cong., 2d Sess. 116 (1942). 

82 William D. P. Jarvis, 43 B.T.A. 439 (1941), aff'd, 123 F.2d 742 (C.C.A.4th 1941). 

88 Hellmich v. Hellman, 276 U.S. 233 (1928); I.R.C. §115(c). 

84 Coxe v. Handy, 103 F.2d 873 (C.C.A.3rd 1939). 
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distribution will not be considered essentially equivalent to the distribution 
of a taxable dividend ; in all other cases the facts and circumstances should be 
reported to the Commissioner for his determination whether the distribution, 
or any part thereof, is essentially equivalent to the distribution of a taxable 
dividend.** 

In a recent case that has not reached the courts, the facts were such as 
are illustrated by the following : 

A real estate corporation holding many pieces of property and owned 
vy about a dozen stockholders had been in existence for many years. It 
adopted a statutory plan of complete liquidation to be consummated with- 
in the then required three years and proceeded to sell off all of its real 
estate, except a few parcels for which it was unable to find a purchaser 
at anything like a fair price. As it approached the end of the three-year 
period, it had distributed $1,000,000 in cash as liquidating dividends and 
had on hand the several parcels of real estate which it had been unable to 
sell and which had a then fair value much below cost. Because it was 
impracticable to distribute the parcels in kind, they were transferred to a 
newly-organized corporation for all of its stock. Shortly thereafter the 
stock of this corporation and some remaining cash on hand were dis- 
tributed as the final liquidating dividend to complete the liquidation of 
the old corporation within the statutory allotted time. The final liquidat- 
ing dividend was valued at $250,000. In settlement of the stockholders’ 
tax liability, the $1,250,000 was treated as a liquidating dividend and 
applied against the cost-basis of the stock, and the excess was reported 
and taxed as a capital gain. The newly-organized corporation operated 
at a loss in each of the several years following, during which it disposed 
from time to time of each of the parcels at a loss and distributed the 
proceeds. The stockholders treated the distributions as distributions from 
capital under section 115(d) of the Code. 

The Commissioner has recently taken the position that all distributions 
by the new corporation are dividends. The old corporation had accumu- 
lated earnings and profits of $800,000 at the time it adopted the plan of 
liquidation. The Commissioner contends that all distributions up to the 
last one were distributions in liquidation, as such are chargeable to capital 
account and did not reduce earnings or profits, that the last distribution 
constituted a distribution in a reorganization and that the new company 
acquired all of the earnings and profits of the old corporation under the 
Sansome * rule. With the large amount of theoretical earnings and 
profits so determined, there was sufficient left, after absorbing operating 
losses and losses from sales, to cover each distribution made by the new 
corporation. It thus appears that the Commissioner views the proceeds 


85 Reg. 111, Sec. 29.115-9 (italics supplied). 
36 Comin’r v. Sansome, 60 F.2d 931 (C.C.A.2d 1932), cert. denied, 287 U.S. 667 (1932). 
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of the sale at a loss of a few parcels of realty as the source of taxable 
dividends. 

The Commissioner’s view seems clearly wrong. The liquidation of the 
old company was complete, and the formation of the new company was 
but an incidental mechanism to accomplish that purpose.*’ If there was a 
complete liquidation of the old corporation, all of the earnings and profits 
were distributed and none remained to go over to the new company.* 
If, on the other hand, there was no complete liquidation of the old cor- 
poration, its earnings and profits were distributed prior to the organiza- 
tion of the new corporation and did not pass in accordance with the 
Sansome rule to the new corporation. The Supreme Court said in the 
Munter case: *° 
Insofar as accumulated earnings and profits have been distributed contempo- 
raneously with the reorganization so as to become taxable to the distributees, 


they, of course, cannot be said to have been acquired by the successor cor- 
poration. 


There seems to be no logical reason why, in a proper case, the words 
“before or” should not be inserted before ‘“contemporaneously with the 
reorganization.” 


REORGANIZATION AND RECAPITALIZATION 


Reorganizations and recapitalizations have presented their full share 
of dividend problems. _ 

In the Bazley and Adams“ cases, which have held the center of the 
stage recently, the effect of an accumulation of earnings in the corpora- 
tion is seen to be as important as in the stock redemption cases heretofore 
discussed. There it was said: 


In the case of a corporation which has undistributed earnings, the creation 
of new corporate obligations which are transferred to stockholders in relation 
to their former holdings, so as to produce, for all practical purposes, the same 
result as a distribution of cash earnings of equivalent value, cannot obtain 
tax immunity because cast in the form of a recapitalization-reorganization. . . . 


Inasmuch as the meaning and implication of these decisions has been 
expounded recently,** it will serve no useful purpose to go over the same 
ground here. 


87 Standard Realization Co., 10 T.C. 708 (1948) Acq.; J. S: Alexander, 2 T.C. 917 
(1943) Acq. 

88 See I.T. 3067, 37-1 Cum. Buty. 91, 92, where it is stated: “It is obvious that in 
the case of a complete liquidation of a corporation no income remains undistributed. . . .” 

389 Comm’r v. Munter, 331 U.S. 210, 215 (1947). 

40 331 U.S. 737 (1947). 

41 Darrell, Recent Developments in Nontaxable Reorganisations and Stock Dividends, 
61 Harv. L. Rev. 958 (1948). . 
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Only bonds or debentures were involved in these cases, but the Trea- 
sury’s position is understood to be that if new preferred is acquired by 
common stockholders either by way of a stock dividend or in a reorganiza- 
tion and “If there are prior arrangements for sale of the new preferred 
stock, or if a sale occurs within such time or under such circumstances 
that it can be deemed to be a second step in a single transaction, no ruling 
as to nontaxability will be issued and the stockholder may be considered 
taxable in respect of the preferred stock or its proceeds either as a divi- 
dend, or as ‘boot’ (taxable as a dividend not exceeding the realized gain) 
to the extent of the earnings and profits of the corporation available for 
distribution as a dividend.” *? 

Despite the fact that the Treasury’s position goes well beyond the 
decided cases and has been subjected to considerable criticism, the danger 
that it might be adopted by the courts has been recognized. The American 
Bar Association at its meeting in Seattle approved legislative proposals 
which, if adopted, are calculated’ to dispose of some of the problems 
involved. 

In substance, the proposals involve amending various Code provisions 
to provide explicitly that stock received as an otherwise nontaxable divi- 
dend or in a tax-free recapitalization or other reorganization, shall not 
lose its tax-free character merely because (1) the receiving stockholders 
sell or agree to sell such securities ; or (2) the stock is subject to a reason- 
able sinking fund; or (3) the stock is subject to redemption in whole or 
in part at the option of the issuing corporation. 

Of particular interest is a so-called loophole-closing provision, designed 
as an amendment to section 115(g), which it was suggested read as 
follows : 





If, pursuant to a plan having no substantial purpose other than the avoid- 
ance of surtax upon the distribution by a corporation of money or property, 
preferred stock 


(a) is received by a common stockholder of a corporation in a trans- 
action giving rise to no gain or loss on the receipt thereof ; and 

(b) is thereafter sold in whole or in part by the recipient thereof ; and 

(c) is subsequently retired other than through operation of a sinking 
fund designed to retire such stock in installments over a reasonable period 
of years fixed with reference to assuring the marketability of such stock, 


then, if he shall be a holder of common stock at the date of retirement of 
such preferred stock, the net proceeds received by the selling stockholder 
upon the sale of such preferred stock shall be taxed to him as a dividend to 
the extent of his ratable share at the time of receipt of the stock of the earn- 
ings and profits of the corporation accumulated after February 28, 1913. The 
fact that the retirement of the preferred stock occurs within three years of its 


42 Darrell, op. cit. supra note 41, at 961. 
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receipt by the selling stockholder shall be prima facie evidence of the existence 
of a surtax avoidance plan as above described. This subsection shall not apply 
unless the stockholders who received such stock or any of them are in control 
of the corporation both at the time the preferred stock is received by them 
and at the time of its retirement. For purposes of this subsection the term 
‘control’ shall be deemed to mean ownership of 50% or more of the common 
stock of the corporation. For the purposes of this subsection stock owned 
directly or indirectly by or for a corporation, partnership, estate or trust 
shall be considered as owned proportionately by or for its shareholders, part- 
ners or beneficiaries. An individual shall be considered as owning the stock 
owned, directly or indirectly, by or for his family. The family of an indi- 
vidual shall include, for the purposes of this subsection, only his brothers 
and sisters (whether by the whole or half blood), spouse, ancestors and lineal 
descendants. 


The objections to this addition to section 115(g) are obvious, but the 
disadvantages may be outweighed by such certainty as may be achieved 
by the other suggested amendments. 

The “boot” provision of section 112(c)(2) has also caused its share 
of trouble to stockholders. The background and language of sections 
112(c)(2) and 115(g) are different, but the Second Circuit has said in 
the Kirschenbaum case, “Whether the distribution of accumulated earnings 
‘has the effect of a taxable dividend’ is surely the same question as whether 
such a distribution is ‘essentially equivalent to the distribution of a tax- 
able dividend.’ ” ** 

In Love v. Commissioner ** the Bessemer Company declared a “liqui- 
dating dividend” in cash, forthwith transferred the rest of its assets to 
the newly former Bessemer Corporation in exchange for the issuance of 
all the latter’s stock to the old company’s stockholders, and dissolved. 
The cash distribution was held to be an integral part of a plan of tax- 
free reorganization and was held taxable as a dividend to the recipients 
under a forerunner of section 112(c) (2) of the Code. The decision was 
rested on the single-transaction rule. 

In Heatley Green,* in addition to its manufacturing plant, a corpora- 
tion had some unproductive and not readily saleable property and some 
real estate. In order to relieve the corporation from the expense of carry- 
ing the unproductive and hard-to-sell property, to relieve the real estate 
from the hazards of the manufacturing business, to make the latter more 
flexible and to render its stock more attractive to investors, the old cor- 
poration transferred its manufacturing business to one new corporation 
and its real estate and other assets to another. The stock of the new cor- 
porations was issued directly to the stockholders of the old, who thereupon 


43 Kirschenbaum v. Comm’r, 155 F.2d 23, 24 (C.C.A.2d 1946). 


44113 F.2d 236 (C.C.A.3rd 1940). 
451 TCM 297 (1942). 
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surrendered part of their old stock to the old company for cancellation. 
Left behind in the old company were certain liquid assets. These were 
promptly distributed in liquidation and cancellation of the remaining 
stock, and the old company was dissolved. The taxpayer argued vigorously 
that the liquidating dividend was entirely separate and distinct from the 
exchanges with the new corporations, which he claimed were tax-free. 
The Commissioner conceded that the transfers to the new corporations 
were tax-free, but sought to tax the distribution of liquid assets as a boot 
dividend under section 112(c)(2). The court sustained the Commis- 
sioner, finding that the transfers and the distributions took place as a 
part of a single, overall plan. The court did, however, indicate that the 
complete liquidation provisions of section 115(c) might have been ap- 
plicable had there elapsed a respectable period of time between the reor- 
ganization and the liquidating distribution. 

The hope that any different rule would apply in a recapitalization where 
boot is received and accumulated earnings and profits exist, was dashed 
by the Supreme Court’s decision in the Bedford ** case, where Mr. Justice 
Frankfurter said : 

Although Abercrombie & Fitch showed a book deficit in the surplus account 

. . the parties agree that for corporate tax purposes at least earnings and 
profits exceeding the distributed cash had been earned at the time of the re- 
capitalization. That cash therefore came out of earnings and profits and such 
a distribution would normally be considered a taxable dividend, ..., and 
has so been treated by the courts in seemingly similar situations. (Italics 
supplied ) 

While the Bedford case dealt with a recapitalization, it seems clear 

from the opinion that the same rule will be applied by the Court to all 
types of reorganizations. The Court said: 
It has been ruled in a series of cases that where the stock of one corporation 
was exchanged for the stock of another and cash and then distributed, such 
distributions out of earnings and profits had the effect of a distribution of a 
taxable dividend under §112(c)(2). ... We cannot distinguish the two 
situations and find no implication in the statute restricting §112(c)(2) to 
taxation as a dividend only in the case of an exchange of stock and assets of 
two corporations.** 


Counsel for stockholders have recently made a flanking attack on the 
Bedford rule where the existing corporation was liquidated. The essence 
of the new approach was to argue that no corporate business purpose had 
been served by the reorganization and that the transaction could not be 
considered to be a true reorganization. If it was not, the argument ran, 


46 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). See Darrell, The Scope of Com- 


missioner v. Bedford Estate, 24 Taxes 266 (1946). 
47 325 U.S. 283, 291 (1945). 
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then section 112(c)(2) could not apply and no question of an ordinary 
dividend could therefore arise.** 

In Estate of John B. Lewis,*® the corporation involved manufactured 
chemicals, and in addition had a large amount of unneeded capital which 
the management (a) did not wish to leave at the risk of the operating 
business and (b) wished to withdraw at capital gains rates. A new cor- 
poration was organized, to which the old company transferred its operat- 
ing assets in exchange for stock. The old company then distributed in 
liquidation the stock of the new company plus the retained assets. The 
taxpayer argued there was no corporate business purpose and that the 
transaction should be treated as a complete liquidation. The Commis- 
sioner proposed a tax on the theory of a reorganization plus a boot-divi- 
dend. The Tax Court upheld the Government, and firmly rejected the 
purpose test. Judge Arundell noted that: “To say that a corporation, as 
such, can have motives and purposes apart from its stockholders, the 
collective group of individuals who own it, is to indulge in metaphysical 
reasoning which has no proper place in such practical matters as taxation. 
And to say that what is advantageous to the stockholders collectively in 
the conduct of the enterprise is of no advantage to the corporation, is 
utterly unrealistic.’’ °° 

The amount of the distribution taxable as a dividend in the case of a 
reorganization is often less than it would be if determined under section 
115(a), because the taxable amount in a reorganization is limited by the 
“amount of the gain recognized” in the reorganization. It would seem, 
however, that in the case of the closely-held corporation where a scheme 
of tax avoidance is inferred, even this relief may be denied the stock- 
holder. In the Basley case, the Court said: 

A ‘reorganization’ which is merely a vehicle, however elaborate or elegant, for 
conveying earnings from accumulations to the stockholders is not a reorgani- 
zation under §112." 


On the rehearing of the case, Mr. Justice Frankfurter amended his 
original opinion by adding: 
And even if this transaction were deemed a reorganization, the facts would 


48 The Basley case in its Court of Appeals stage, 155 F.2d 237 (C.C.A.3rd 1946), had 
held that no tax-free reorganization could result where stockholders’, rather than cor- 
porate-business, motives predominated. The first rejection of the new idea came in 
Survaunt v. Comm’r, 162 F.2d 753 (C.C.A.8th 1947), where, however, no boot-dividend 
point was involved since the stockholder had a loss instead of a gain. 

4910 T.C. 1080 (1948), app. pending, C.C.A.1st. Estate of Elise W. Hill, 10 T.C. 1090 
(1948) is on all fours. 

50 The court also pointed out, correctly, that the Supreme Court in the Basley case 
expressed no approval of the distinction drawn by the lower courts between stock- 
holder and corporate business purpose. 

51 331 U.S. 737, 743 (1946). 
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equally sustain the imposition of the tax on the debentures under §112(c) (1) 
and (2). Commissioner v. Estate of Bedford, 325 U. S. 283.*? 





He did not, however, retract the above punch-line in his original opinion. 

The result would appear to be that in all boot reorganizations any cash 
or other property received will be taxed as a dividend to the stockholder, 
at least to the extent of his ratable share of the earnings and profits of his 
corporation at the time, or the amount of his taxable gain, whichever is 
less. Thus, if two or more corporations are involved in the reorganization 
and the security-holders of each receive new stock and cash, and one cor- 
poration has accumulated earnings and profits and the other has none, 
the stockholders of the first will be taxed on a dividend and the stock- 
holders of the second will have their taxes determined under the capital 
gains provision of the Code. 


STOCKHOLDER BORROWING 


The final possibility for our harassed stockholder may be to borrow 
the money from the corporation, pledging some of his stock if necessary. 
The principal danger to avoid, of course, is giving the loan the attributes 
of a dividend. It must be a true loan, which the debtor intends to repay.” 
The corporation should enter the transaction on its books as an account 
receivable, and if a dividends-tax is to be avoided, the corporation must 
not forgive any of the indebtedness.** The chief objections to the loan 
expedient are that it postpones, rather than resolves, the problem, and that 
it may prove embarassing to the corporation." 


CONCLUSION 


So long as Congress continues its policy of taxing dividends at surtax 
rates, the withdrawal of funds from continuing corporations having 
accumulated or current earnings and profits with the purpose of avoiding 
tax or paying the capital gains rate will involve risk. Hovering over all 
transactions of this kind, however sound technically, will be the fear that 
the courts will have “recourse to such vague alternatives as ‘form’ and 
‘substance,’ anodynes for the pains of reasoning.” * 


52 Jd. 

53 Regensburg v. Comm’r, 144 F.2d 41 (C.C.A.2d, 1944); W. T. Wilson, 10 T.C. 251 
(1948), app. pending, C.C.A.9th; Hirsch Improvement Co. v. Comm’r, 143 F.2d 912 
(C.C.A.2d 1944); Ben R. Meyer, 45 B.T.A. 228 (1941); Roy J. Kinnear, 36 B.T.A. 
153 (1937) ; Herman M. Rhodes, 34 B.T.A. 212 (1936), rev’d on other grounds, 100 F.2d 
966 (C.C.A.6th 1939); D. Bruce Forrester, 12 B.T.A. 104 (1928). 

54 Rollin C. Reynolds, 44 B.T.A. 342 (1941); Jas. J. Gravley, 44 B.T.A. 722 (1941). 

55 A. E. Levit, 43 B.T.A. 1077 (1941); L. B. Hirsch, 42 B.T.A. 566 (1940), aff'd, 
124 F.2d 24 (C.C.A.9th 1941). 

56 T.D. 5398, 44 Cum. Butt. 194. 

57 Comm'r vy. Sansome, 60 F.2d 931, 933 (C.C.A.2d 1932), cert. denied, 287 U.S. 
667 (1932). 














Unraveling Transactions With Frustrated 
Tax Motives 


ABRAHAM S. GUTERMAN 


‘i mounting rates of federal taxes of the past decade and a half 
have been strong incentives to various types of transactions designed to 
reduce taxes.’ The changing patterns of the tax law in both the legislative 
and judicial process have frequently rendered ineffective such transactions 
with a tax motive. The parties to the transactions have been left with all 
other consequences of their transactions under state law, except the tax 
benefit which they had contemplated.’ 

Even the ablest tax expert with full knowledge of the tax law, regula- 
tions and judicial decisions, and with a finger on the pulse of the trends 
in the tax field, may advise transactions which subsequent legislation or 
- judicial decisions may render futile from the tax point of view.* Fre- 
quently, this leaves the persons involved with disadvantages which were 
acceptable only because of the anticipated tax benefit, and at times, with 


ABRAHAM S. GuTERMAN (LLB., Harvard University) is a member of the New York 
Bar and a partner of Hess, Mela & Popkin; author of numerous articles on taxation and 
lecturer at New York University Institute on Federal Taxation. 


1 There is no impropriety in arranging one’s affairs in order to pay the least taxes. 
“Nobody owes any public duty to pay more than the law demands; taxes are enforced 
exactions not voluntary contributions. To demand more in the name of morals is 
mere cant.” Learned Hand, J. dissenting in Comm’r v. Newman, 159 F.2d 848 (C.C.A. 
2d 1947). See Holmes, J. in Bullen v. Wisconsin, 240 U.S. 625, 630 (1916): “We do 
not speak of evasion because when the law draws a line, a case is on one side of it or 
the other, and if on the safe side is none the worse legally that a party has availed 
himself to the full of what the law permits.” See also Gregory v. Helvering, 
293 U.S. 465, 469 (1935): “The legal right of a taxpayer to decrease the amount of 
what otherwise would be his taxes, or altogether avoid them, by means which the law 
permits, cannot be doubted.” 

2In so far as particular methods of reducing taxes rest upon existing statutes, the 
risk of statutory change is a danger sign of which all must be charged with knowledge. 
Retroactivity of such statutory change is a similar risk. See Ballard, Retroactive 
Federal Taxation, 48 Harv. L. Rev. 592 (1935). Again, where particular forms 
of taxation are the result of court decisions, the overruling of such cases may come 
as a shock to the taxpayer, but it is an inherent part of the technique and operation 
of our judicial system. 

3“One can read in the revisions of the Revenue Act the record of the Government’s 
endeavor to keep pace with the fertility of invention whereby taxpayers had contrived 
to keep the larger benefits of ownership and be relieved of the attendant burdens.” 
Cardozo, J. in Burnet v. Wells, 289 U.S. 670, 675-6 (1933). 


437 








438 





TAX LAW REVIEW [Vol. 4: 


a cumbersome setup which would never have been undertaken in the 
absence of the expected tax benefit. The purpose of this article is to con- 
sider what steps may be taken under general state law to restore the status 
quo ante when the tax motive has miscarried, and to consider what steps 
might be desirable in undertaking transactions with a tax motive with a 
view to their unraveling if such motive fails of its purpose. This problem 
presents itself in a variety of situations that may best be considered in 
terms of examples. 


I. Famity PARTNERSHIPS 


Many family partnerships were set up prior to the time when such 
partnerships had become a major target of the Commissioner of Internal 
Revenue.* Many such family partnerships were set up subsequent to such 
time but in a manner which, it was anticipated, would overcome any 
challenge by the Commissioner.® The sole proprietor of a business would 
ordinarily transfer fractional interests in the capital of his business to 
his wife and various members of his family. Sometimes this was done 
through the medium of trusts with powers in the trustees appropriate to 
the purposes for which the trusts were created. In due course the Com- 
missioner may have challenged the effectiveness of the partnership for 
income tax purposes and have been sustained by the courts, with the 
result that the income tax benefits that were anticipated no longer exist 
and all the income of the partnership remains taxable to the original 
owner of the business. He is now subject to all the limitations that flow 
from the transfers he has made and for a variety of reasons would prefer 
that the transfers had never been made. Is there any way for him to un- 
ravel the entire transaction and restore the situation as it was before the 
transaction ? 

A state court action might be brought to set aside the transaction on the 
ground that it was motivated by mistake. It is a well established principle 
of equity that a transaction may be set aside on grounds of a mistake of 
fact.° Ordinarily a two-sided transaction will not be set aside where it 
results from a unilateral mistake of law,’ but where a donative transfer 


4 See Veron, Taxation of the Income of Family Partnerships, 59 Harv. L. Rev. 209, 
236-241 (1945). 

5 Despite the recent more liberal trend in the recognition of family partnerships in 
the Tax Court and the Circuit Courts of Appeals, the Commissioner has been fighting 
these cases down the line. The Supreme Court on the Government’s petition has 
granted certiorari in Culbertson v. Comm’r, 168 F.2d 979 (C.C.A.5th, 1948) which may 
be the occasion for some further guidance from that Court in an area where guidance is 
badly needed. 

63 Pomeroy, Equity JurisprupENcE §851 (5th ed. Symons, 1941). 

75 Wiutston, Contracts §§1581, 1584 (rev. ed. 1937). 
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is involved, a basic unilateral mistake of law has been generally held to 
be ground for rescission.* The line of demarcation between a mistake 
of law and one of fact has long been a judicial battleground.’ Although 
for certain purposes determinations as to state law have been designated 
questions of fact in the federal courts,° there would appear to be no 
basis for the assertion that a mistake as to federal law would be a mistake 
of fact in the state courts.* 

The case of Stone v. Stone * posed the precise question under considera- 
tion. There, each of the plaintiffs, husband and wife, owned an undi- 
vided one-half interest in a manufacturing business as partners. They 
each transferred a quarter interest to their minor children, 11 years old, 
with the stated purpose of minimizing income tax and, on the basis of 
advice of competent tax consultants, that such income tax saving could 
thereby be effected. The transfer took place on October 31, 1942. Subse- 
quent to the transfer the Supreme Court of the United States decided the 
cases of Commissioner v. Tower * and Commissioner v. Lusthaus.** The 
Commissioner of Internal Revenue successfully contended that the part- 
nership should be disregarded and that the entire income of the partnership 
was to be imputed to the father. The plaintiffs brought suit in the state 
court in Michigan, requesting that the transfers be set aside on the ground 
that they had been induced by mistake of fact and law. The court deter- 
mined that the facts warranted setting aside the transfers and based its 
decision upon the fact that there was a mutuality of mistake beween the 
donor and the donees, not as to the legal effect of the instruments which 
created the gifts nor as to the rights of any of the parties under the terms 
and language of the instruments, but rather as to “the antecedent and 
existing legal rights and duties of the parties in regard to the payment 
of income taxes under the requirements of federal law and the power of 
the donors to affect such rights and duties by the transfers in question.” 
The court quoted from an earlier decision, Renard v. Clink,” as follows: 


While it is a general rule that equity will not relieve against a mistake of 
law, this rule is not universal. Where parties, with knowledge of the facts, 
and without any inequitable incidents, have made an agreement or other in- 
strument as they intended it should be, and the writing expresses the trans- 


8 Seavey AND Scott, Notes ON RESTATEMENT OF RESTITUTION §49 (1937). 

® Many exceptions to the rule have been developed. Sce 5 Witttston Contracts 
§1584 (rev. ed. 1937). 

10 See Helvering v. Stuart, 317 U.S. 154, 164 (1942). 

11 Compare Hardy v. Bankers Trust Co., 137 N.J. Eq. 352, 44 A.2d 839 (1945), 
discussed in note 33 infra. 

12 319 Mich. 194, 29 N.W.2d 271 (1947). Note, 61 Harv. L. Rev. 553 (1948). 

18 327 U.S. 280 (1946). 

14 327 U.S. 293 (1946). 

159] Mich. 1 (1892). 
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action as it was understood and designed to be made, equity will not allow a 
defense, or grant a reformation or rescission, although one of the parties may 
have mistaken or misconceived its legal meaning, scope, or effect. Martin 
v. Hamlin, 18 Mich. 354; Lapp v. Lapp, 43 Id. 287. But where a person is 
ignorant or mistaken with respect to his own antecedent and existing private 
legal rights, interests, or estates, and enters into some transaction, the legal 
scope and operation of which he correctly apprehends and understands, for 
the purpose of affecting such assumed rights, interests, or estates, equity will 
grant its relief, defensive or affirmative, treating the mistake as analogous to, 
if not identical with, a mistake of fact.?® 

The limitations on the application of the Stone case were laid down by 
the same court in the subsequent case of Lowry v. Kavanagh."' In that 
case plaintiff brought a suit in the state court of Michigan to set aside a 
gift of corporate stock made by him to his wife in May, 1937. The facts 
showed that the gift was made in order to vest in the wife full owner- 
ship of the stock and any other property into which the stock might be 
converted, and also to shift to the wife liability for the income tax on the 
income from such stock and thereby relieve plaintiff from liability for 
such tax. A gift tax return was duly filed. Plaintiff and one Charles 
Sligh were the owners of all the stock of Charles R. Sligh Company and 
plaintiff and Sligh made similar gifts of one-half of the stock owned by 
each of them to their respective wives. During the years 1937 and 1938 
plaintiff's wife received cash dividends on the stock transferred, filed 
income tax returns showing such dividends, and paid the taxes due 
thereon. In December, 1938 the stockholders dissolved the corporation. 
The corporate property was conveyed to the stockholders in equal shares 
and a partnership was entered into. In 1942 the federal income tax 
authorities taxed the income of plaintiff’s wife to plaintiff and this de- 
termination was sustained in the courts on the authority of the Tozer and 
Lusthaus cases. When the state court action was instituted, the Collector 
of Internal Revenue was made a party, but the lower state court dis- 
missed the case as to him because he was not a proper party. The court 
distinguished the Stone case on the ground that the facts there showed 
that the sole reason for the transfer was the avoidance of federal income 
taxes."* In this case the Supreme Court of Michigan referred to the 
record in the lower court as indicating clearly that the plaintiff had in 
mind the vesting of ownership in his wife so that she could have property 
independently of him. Plaintiff admitted on cross-examination that the 
prime purpose was the latter and that the tax advantage was secondary. 








16 Td. at 3. 

17 1948 P-H 972613 (Sup. Ct. Mich. Oct. 4, 1948). 

18 The exclusive motive to avoid taxes may result in refusal to recognize the bona 
fides of the transfer. See Note, 47 Cor. L. Rev. 665, 667 (1947). See also Howard 
B. Lawton, 6 T.C. 1093 (1943); Oscar G. Joseph, 32 B.T.A. 1192 (1935). 
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In addition, in support of this latter point, it was emphasized that in 
1937 the saving in income taxes would not have been substantial. The 
court concluded that no relief should be extended to set aside the gift on 
these facts. 

To the extent that the Stone case as modified in the Lowry case will 
be followed, state court relief would be limited to situations in which the 
primary and predominant motive of the transfers was the avoidance of 
federal income taxes. The fact that at the time of the transfers the differ- 
ence in federal income taxes was not substantial will be highly relevant. 
A mixture of motives, inferable either from the transfers or from the 
circumstances under which the transfers were effected, may subordinate 
the primacy of the tax motive with consequent loss of state court relief.** 
It must be emphasized that the Stone case set aside transfers which 
competent tax consultants were able to advise at the time of such transfers 
would succeed in accomplishing the tax motive. It is questionable whether 
the same result in the state court would follow if competent tax advice 
indicated that there was only a gambling chance that the tax motive would 
succeed. In other words, if a family partnership were created under 
circumstances rendering it extremely doubtful whether the tax motive 
could succeed, the entire basis of the Stone case as to a mistake with 
respect to “antecedent and existing legal rights and duties of the parties 
in regard to the payment of income taxes under the requirements of 
federal law,” would have questionable application. 

The question of state court decrees binding the Government in tax 
cases *° would arise in this type of case only with respect to a gift tax 
refund claim, but not with respect to income tax. This type of state court 
action would only confirm the legal ownership of the family partnership 
assets in the person who is claimed by the Commissioner to be the owner 
for income tax purposes in any event. Apparently in the Lowry case the 
Collector of Internal Revenue, who was originally joined as a party de- 
fendant, was held not to be a proper party to the suit because the focal 
point of the case was income tax. If, however, there were pending or 
anticipated an application for refund of gift taxes paid on the transfers,” 


19 Compare the search for predominant motive in contemplation of death cases under 
the estate tax. See Farmers Loan & Trust Co. v. Bowers, 98 F.2d 794 (C.C.A.2d 1938), 
cert. denied, 306 U.S. 648 (1939); Allen v. Trust Co. of Georgia, 326 U.S. 630 (1946). 

20 Ordinarily a state court decision in an adversary proceeding will be binding for 
federal tax purposes. Sharp v. Comm’r, 303 U.S. 624 (1938); Blair v. Comm’r, 300 
U.S. 5 (1937); Freuler v. Helvering, 291 U.S. 35 (1934); Burnet v. Harmel, 287 U.S. 
103 (1932) ; Helvering v. Rhodes’ Estate, 117 F.2d 1509 (C.C.A.8th 1941). 

21In many cases the setting aside of the gift may take place after the statute of 
limitations for gift tax refund has already run. If no gift tax was actually paid but 
part or all of the lifetime exemption (now $30,000) were used up, the gift tax effect 
of such a decree might be that, despite the running of the statute, the used up portion 
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the state court decree setting aside the transfers would in effect be a hold- 
ing that there had been no gift ab initio.** The court, in such a case, 
would be making a determination affecting actual property rights. The 
setting aside of the transfer would in effect take away the property from 
the wife and restore it to the husband. Such a situation would be quite 
different from a construction proceeding and similar types of proceedings 
where indirect relief against the incidence of federal taxes is involved. 
Moreover, the wife would have a substantial adverse interest and the 
mere relationship between husband and wife might not be sufficient to 
substantiate the claim that this was a non-adversary proceeding. Gen- 
erally, the Commissioner makes it a practice not to appear in state court 
proceedings in which his interest may be affected.** Whether the Com- 
missioner is made a party or not, the principles of binding state court 
decrees in federal tax cases would determine whether the state court decree 
would be determinative of the federal tax problem. 

The problems herein discussed with reference to family partnerships 
would have equal application to any transfers which could be shown to 
have been motivated predominantly by a tax purpose and which failed of 
accomplishment. Thus, the principles might apply to so-called Clifford 
trusts ** in which the frontiers of taxability were for some time constantly 
expanded, with the result that many trusts which might have been rea- 
sonably anticipated to accomplish the tax purpose failed of achieving that 
end.” Similarly, they might apply to cases of the type of Carlton B. 
Overton ** in which transfers of stock were made with the expectation, 
later disappointed by the courts, that the dividends would be taxable to 
the wife transferee. Although the principles of the Stone case may be 
strictly limited to situations clearly within its compass, it represents an 





of the exemption might be reinstated for reuse with reference to subsequent gifts and 
computation of gift taxes thereon. See Sarah Campbell Blaffer, 3 TCM 1117. (1943) ; 
Libbie Rice Farish, 2 T.C. 949 (1943). 

22 It has been urged that when a trust or other instrument is reformed, such reforma- 
tion should not be given retroactive effect for tax purposes even though the state court 
expressly declares it retroactive. Note, 59 Harv. L. Rev. 948, 955-6 (1946). Compare 
Sinopoulo v. Jones, 154 F.2d 648 (C.C.A.10th 1946). Query whether this principle 
would be applied to the setting aside of a transfer on grounds of mistake. 

23 Mim. 6134, April 3, 1947, 474 CCH [6127. 

24 So called after the case of Helvering v. Clifford, 309 U.S. 331 (1940), where the 
Supreme Court upheld taxability of a husband grantor of a short term trust in favor 
of his wife. 

25 See the Clifford regulations, Reg. 111, Secs. 29.22(a)-21 and 29.22(a)-22, T.D. 
5488, 1946-1 Cum. Butt. 19, as amended by T.D. 5567, 47-2 Cum. Butt. 9. See Guterman, 
The New Clifford Regulations, 1 Tax L. Rev. 379 (1946); Alexandre, A Case 
Method Restatement of the New Clifford Regulations, 3 Tax L. Rev. 189 (1948). 

266 T.C. 304 (1946), aff'd, 162 F.2d 155 (C.C.A.2d 1947). See Alexandre, The 
Corporate Counterpart of the Family Partnership, 2 Tax L. Rev. 493 (1947). 
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instrument for the cure and unraveling of transactions with a frustrated 
tax motive. 


II. ANNuiIty TRUSTS 


Prior to the Revenue Act of 1942, a trust which provided that a fixed 
amount be paid to the beneficiary out of income or out of principal, if 
necessary, had the effect of freeing the beneficiary from payment of any 
income tax on the amounts received, even if the entire amount guaranteed 
were actually paid from income. The income of such a trust, known as 
an annuity trust, was taxable to the fiduciary to the extent of the prescribed 
annuity. This result was based on the construction of the income tax 
law by the United States Supreme Court in Burnet v. Whitehouse.” 
With the enactment on October 21, 1942 of the Revenue Act of 1942, 
the pattern of taxation of annuity trusts was changed. The beneficiary 
became taxable on so much of the guaranteed annuity as was actually paid 
from income of the trust, and the fiduciary was entitled to a deduction to 
the extent of income paid to fulfill the annuity.” 

Many annuity trusts were created with the intention that the beneficiary 
should have the guaranteed annuity free and clear of taxes, and were 
couched in the annuity trust form in reliance on the Whitchouse case. 
When the Revenue Act of 1942 became law, the intention of many settlors 
of trusts, and testators who had created trusts in their wills, was frustrated. 
Is there any relief before a state court exercising equity powers to effectu- 
ate the paramount intention of the creator of the trust that the amounts 
received by the beneficiary should be tax-free? 

A recent New Jersey case had this precise issue presented to it. Com- 
mercial Trust Company of New Jersey v. Kohl*® involved the will of 
Henry Kohl, deceased, who died on March 10, 1937. His will, which was 
an elaborate and carefully drawn document, provided for certain pay- 
ments to be made to his wife, his daughter, and the issue of his daughter, 
if any, under varying conditions, with certain gifts in remainder. In an 
earlier construction proceeding,*® the question was raised whether the 
yearly payments provided were payable in all events and from principal, 
if necessary. The court construed the will to provide that the amounts 
specified were payable in all events. With the change in the 1942 Revenue 
Act referred to above, a further construction proceeding was brought 
before the Chancery Court of New Jersey to determine whether the 


27283 U.S. 148 (1931). See Hess and Guterman, Annuity Trusts and The Federal 
Income Tax, 55 Harv. L. Rev. 329 (1942). 

28 T.R.C. §162(d). 

29140 N.J. Eq. 294, 54 A.2d 473 (1947). 

30 131 N.J. Eq. 233, 24 A.2d 809 (1942). 
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intention of the testator was that the amounts to be received were to be 
tax-free, with the consequence that the beneficiaries should receive addi- 
tional amounts sufficient to pay the income tax resulting from the change 
in the law, thereby giving the beneficiaries the full amount of the stated 
annuities. The court concluded that the change in the income tax law 
would not be permitted to frustrate the intention of the testator that the 
annuities were to be free of income tax. In effect, the court construed the 
will to accomplish the paramount intention derived from the over-all terms 
of the will. 

That the outcome may depend upon all the circumstances surrounding 
the creation of a trust and will not automatically follow from the mere 
fact of the change in the law is illustrated by the case of Toretta v. Wil- 
mington Trust Co.** In that case the settlor created a trust on June 19, 
1934, in which he reserved to himself the income for his own life and 
provided that after the donor’s death certain annual payments should be 
made to certain designated individuals for their life. The trust instru- 
ment clearly provided for annuity trusts for the named individuals, pay- 
able in all events and out of principal, if necessary. One of the bene- 
ficiaries brought suit against the trustee for the amount of the income 
taxes imposed upon the annuity by reason of the change in the law by the 
Revenue Act of 1942. The federal district court was, therefore, faced 
with the precise question of construction that was before the New Jersey 
Chancery Court in the Kohl case. In dealing with this problem, the court 
said: 

No language of the trust agreement, however, is even fairly susceptible 
to the thought that the donor had in mind any future change in the tax law 
or intended to make the beneficiaries exempt from any tax which future 
legislation might assess against the beneficiaries. No presumption of knowl- 
edge of existing law, of and by itself, extends to an intention to forecast 
the trend of future legislation and to provide for the course such legis- 


lation might take some years in the future. To have such effect the language 
of the instrument must be reasonably clear and specific.** 


The court held that the instrument and the surrounding circumstances 
did not indicate that the annuitant was to receive the annual annuity tax- 
free, regardless of any change in income taxes. 

The Kohl case involved the disposition of a man’s entire estate in 
favor of his closest objects of bounty with possible remainders over to 
charities. The Toretta case dealt with a trust in favor of named bene- 
ficiaries who may also have been the recipients of other benefactions under 
his will. The question is one of interpreting the instrument in the light 


8171 F. Supp. 281 (D. Del. 1947). 
82 Jd. at 285. 
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of all the surrounding circumstances, as well as the language of the instru- 
ment itself. Many situations may well come within the principle of the 
Kohl case, thereby permitting the preservation of the original tax motive in 
the creation of the annuities.** 


III. Trusts ror SUPPORT 


In the case of Helvering v. Stuart,** the Supreme Court of the United 
States held that when a trust is created in which trustees without any 
interest adverse to the grantor may use the income in their discretion 
for the education, support and maintenance of a legal dependent whom the 
grantor is obligated to support, the grantor is taxable on the entire income 
of the trust whether so used or not. The construction of the former 
section 167(a)(1)(2) in this case reversed many earlier decisions ** and 
was contrary to a specific ruling of the Treasury Department upon which 
wide reliance had been placed.*® Shortly after the decision Congress 
enacted section 134 of the Revenue Act of 1943, adding section 167, 
subdivision (c) to the Internal Revenue Code. The new statute was 
designed to reinstate the rule in effect prior to the Stuart decision, that 
income of such a trust should be taxable to the grantor only to the extent 
that such income was actually applied for the support of or distributed 
to the dependent. The new legislation specifically excluded from its 
application a trust in which the discretion as to the application of the 


83In Hardy v. Bankers Trust Co., 137 N.J. Eq. 352, 44 A.2d 839 (1945), a funded 
insurance trust was set up in 1929 with provisions resulting in the income being taxable 
to the trustee. As a result of a judicial decision (Comm’r v. Willson, 132 F.2d 255 
(C.C.A.6th 1942)) the Treasury Department asserted that the income was taxable to 
the grantor under I.R.C. §167. There had been a substantial decline in the grantor’s 
financial circumstances. The grantor brought a proceeding in equity to modify the 
trust agreement to allow payment of the tax out of the trust funds. The court granted 
the modification permitting payment by the trustee to the grantor of an amount not 
exceeding that for which the trust would have been liable when considered under the 
tax laws prior to 1941. Thus, the trustee would be paying amounts to the beneficiary 
grantor to pay the latter’s income tax. The amount thus paid would constitute addi- 
tional income to the grantor subject to additional tax. Bergan v. Comm’r, 80 F.2d 89 
(C.C.A.2d 1935). See also Old Colony Trust Co., Ex’r v. Comm’r, 279 U.S. 716 (1929). 
Furthermore, the court’s order limited the amount of the grantor’s taxes so paid to the 
tax that would have been payable on the trust income standing alone. If the grantor’s 
other income caused the taxation of the trust income in higher brackets, the difference 
in rate would have to be borne by the grantor. 

34 317 U.S. 154 (1942). See generally Guterman, The Federal Income Tax and Trusts 
for Support—The Stuart Case and Its Aftermath, 57 Harv. L. Rev. 479 (1944). 

35 FE. E. Black, 36 B.T.A. 346 (1937); Martin F. Tiernan, 37 B.T.A. 1048 (1938); 
Percy M. Chandler, 41 B.T.A. 165 (1940) ; George H. Deuble, 42 B.T.A. 277 (1940) ; 
Frank E. Wolcott, 42 B.T.A. 1151 (1940). 

36 G.C.M. 18972, 1937-2 Cum. Butt. 231, modified on the basis of the Stuar? case 
in G.C.M. 23722, 1943 Cum. Butt. 1056. : 
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income to the support of a legal dependent is in the grantor himself indi- 
vidually, and not as trustee. The Stuart case would continue to apply to 
such a case. If it is possible to have the grantor appointed trustee, the 
full benefits of the amendment may still be available in the future. On 
the other hand, under the new Clifford regulations,*’ this change may 
result in income taxability to the grantor, since the amendment did not 
alter the principles governing the taxability of trust income under other 
provisions of the tax law, such as section 22(a).** Where a trust was 
created with a grantor in his individual capacity having the discretion as to 
whether it should be distributed or not, and where by reason of the terms 
of the trust the Clifford case would have no application, the grantor’s ex- 
pected freedom from income tax would be lost where the income is in fact 
accumulated and not distributed or used for the legal dependent’s support. 
Here again the question presents itself whether there is any remedy to 
achieve the original expected tax saving. 

If the grantor is desirous of having the funds accumulated and intends 
and always intended to supply the funds for the dependent’s support 
from his individual resources, there seems nothing objectionable about 
altering the trust, if possible, so that it would be the equivalent of an 
accumulation trust. If the trust is so altered, thereby destroying the dis- 
cretion of the grantor to apply or distribute the income for the benefit of 
the minor, the income would be taxable, as was originally anticipated, 
to the trustee and not to the grantor. This may perhaps be achieved either 
by some form of modification by court proceeding or by agreement.*° 

It has been generally held that an inter vivos trust is revocable with 
the consent of the grantor and all the parties having any beneficial 
interest.*° In New York this rule has been embodied in a statute “* which 
has had extensive judicial consideration.“? The same principles are 
applicable to the modification of a trust as to its revocation in this regard.** 


37 See note 25 supra. 

38 See Sen. Rep. No. 627, 78th Cong., Ist Sess. 56 (1943); H. R. Rep. No. 871, 78th 
Cong., Ist Sess. 50 (1943). 

39 In Estate of Weil, 1 TCM 1020 (1943) an amendment by the grantor individually and 
as trustee revoking his power to apply any of the trust income or principal for the 
support of the infant beneficiary, was recognized as precluding the application of the 
Stuart case to taxable years after the amendment, although the Clifford case was held 
applicable. Apparently the effectiveness of the amendment was not questioned. See 
also Comm’r vy. Katz, 139 F.2d 107(C.C.A.7th 1943). Compare Williamson v. Comm’r, 
132 F.2d 489 (C.C.A.7th 1942). 

40 See RESTATEMENT, Trusts §§337, 338 (1935); Helvering v. Helmholz, 296 U.S. 
93, 97 (1935). 

41 N. Y. Pers. Prop. Law §23. 

12 See, c.g., Smith v. Title Guarantee & Trust Co., 287 N.Y. 500, 41 N.E. 2d 72 
(1942) ; Engel v. Guaranty Trust Co., 280 N.Y. 43, 19 N.E. 2d 673 (1939) ; Schoellkopf 
y. Marine Trust Co., 267 N.Y. 358, 196 N.E. 288 (1935). ; 

43 See 3 Scott, Trusts §331 (1939); County Trust Co. v. Young, 262 App. Div. 31, 
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The principle of the Stuart case is equally applicable with respect to a 
trust for the support of a minor and a trust for the support of a wife. 
In states where an accumulation is permitted for persons other than 
infants during their minority, a Stuart type of trust for a wife could be 
modified by the consent of the grantor husband and his wife to direct 
accumulation during the lifetime of the husband. No other beneficiary 
would have any interest in such a modification since it affects only the 
wife, who is already entitled to the discretionary use of the income, and 
she foregoes a present right for a stated period. In dealing with adults 
of full legal competence this result may be accomplished by a written 
instrument of modification. 

Where, however, an infant enters the picture as the beneficiary of a 
Stuart trust, the accomplishment of a modification providing for a directed 
accumulation during the infant’s minority in place of the discretionary 
right of the grantor to use income for support, would require a court 
proceeding. In such a proceeding, a court of equity would have the power 
to permit a special guardian appointed in the proceeding to consent to 
such a modification if it were shown to be for the benefit of the infant.** 
The court’s power derives from that exercisable by an equity court to 
permit a compromise of an infant’s claim to trust property or a claim in 
an estate. The guiding principle in the exercise of this power is whether 
it serves and forwards the infant’s benefit.*° 

A modification of a trust of the Stuart type to provide for a directed 
accumulation in place of a discretionary use or application for the support 
of the infant beneficiary, requires a careful study of the facts to deter- 
mine whether it would be for the infant’s benefit. The benefit to the infant 
is financial in character and is to be measured in terms of dollars and 
cents. Thus, benefits through gaining the goodwill of persons who may 
bequeath property to the infant or through increasing the assets of persons 
from whom the infant might inherit, will be disregarded for this purpose. 
If the trust income is in an amount which makes it reasonable that it be 
applied entirely to the infant’s support, then the accumulation of this 


27 N.Y. Supp. 2d 648 (2d Dept. 1941), rev’d on other grounds, 287 N.Y. 801, 40 
N.E. 2d 1019 (1942). 

44 Reynolds v. Reynolds, 208 N.C. 578, 182 S.E. 341 (1935); Simes v. Ward, 78 
N.H. 533, 103 Atl. 310 (1918); Carter Oil Co. v. Fleming, 117 Okla. 39, 245 Pac. 
833 (1926). 

45 The cases decided under the New York statute, notes 41 and 42 supra, referring 
to the inability to revoke a trust where infants have a beneficial interest, are not 
authority for the proposition that a modification beneficial to an infant may not be 
accomplished with court approval. All of these cases dealt with a revocation of a trust 
which would take away an infant’s interest and thus could not be of benefit to the 
infant. See, e.g., Whittemore v. Equitable Trust Co., 250 N.Y. 298, 300, 165 N.E. 454, 
456 (1929). ; 

3 


















































448 TAX LAW REVIEW [Vol. 4: 


income for the infant is obviously of benefit to the infant where the 
grantor is able to carry out his legal obligation of support. Since the 
modification requires the consent of the person obligated to support, he 
cannot be heard to claim that the trust as modified was in any way to re- 
lieve him of his duty of support. Although the amount of the accumulated 
income will be reduced by the income tax payable thereon by the trust, 
any amount left over would be in excess of what the infant would have 
received if the entire trust income were used for his support. The financial 
condition of the grantor is to be weighed in this connection. If the grantor 
is clearly able to provide support from his own resources and will prob- 
ably continue to be able to do so, this factor may be disregarded. If the 
grantor has had a reversal of fortune at the time of the application to 
the court so that he could not furnish support on the scale available from 
the trust, the modification might well be to the infant’s disadvantage. The 
mere possibility of loss of fortune of the grantor or of the latter’s death 
would not be a basis for the court’s refusing approval, since under prin- 
ciples of general law in some states ** and by statutes in others,*’ the 
court is always empowered to direct the use of accumulated moneys in 
trust for the benefit of an infant destitute of other means, for maintenance, 
education, and support. Thus, the infant’s right to use the accumulations 
for support in the event of such changes of circumstances is fully 
preserved. 

If the trust income is far beyond the needs of the infant, the advantage 
to the infant of such a modification depends upon the ultimate interpre- 
tation of the scope of the Stuart case itself. If the Stuart case is held to 
attribute to the grantor for income tax purposes only so much of the 
income of a trust usable for support as the needs of the infant reasonably 
require,** then the balance of the income would be required to be accumu- 
lated and would not be taxable to the grantor. Therefore, a modification 
requiring accumulation of all the income would unquestionably be of 
benefit to the infant since the amount otherwise usable for support would 
be accumulated for the infant with full support provided by the grantor. 
On the other hand, if the grantor is held to be subject to tax on the entire 
income however great in amount, then, in the event of such modification, 
instead of the infant’s receiving the great bulk of the income accumulated 
free of tax, the trust would have to pay the income tax thereon. This 
might leave the infant with an amount less than if the needed income for 
support came from the trust and the balance was accumulated for the 
infant free of tax to the trust. The fact that all or part of the income may 


46 RESTATEMENT, Trusts §168 (1935). 
47 See, e.g., N. Y. Pers. Prop. Law §17. 
48 See Guterman, op. cit. supra note 34, at 488-491. 
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have been accumulated in past years is not a consideration to be weighed 
in this connection, since the right of the grantor to have the income 
applied for support is decisive in determining benefit or disadvantage to 
the infant. 

The modification technique and considerations relating thereto, as out- 
lined above, may have application to trusts affected by the recent decision 
of the United States Supreme Court in Commissioner v. Spiegel,’ hold- 
ing a transfer in trust taxable in which the grantor has a possibility by 
implication of law, however remote, of reacquiring the property. In 
order to avoid the imposition of federal estate tax on the transfer, some 
form of modification may, under certain conditions, be preferable to a 
transfer by the grantor of the right of reverter. 


IV. Atimony PAYMENTS UNDER DECREE OF SEPARATION AND DIVORCE 


The Revenue Act of 1942 introduced into the Code sections 22(k) 
and 23(u), providing for the deduction by a husband of alimony pay- 
ments and the includibility of such payments in the income of the wife 
when such payments are made pursuant to a divorce decree or a decree 
of separation. Where husband and wife had separated and the husband 
was paying sums to the wife for her support, it was formerly regarded 
as advisable by reason of these provisions to obtain an actual decree of 
separation so that the tax advantage of deduction of the payments by the 
husband could be obtained, thereby placing such payments in the wife’s 
taxable income at lower rates. In many cases such decrees were obtained 
in order to accomplish this tax purpose. 

Under the Revenue Act of 1948 a husband and wife are not permitted 
the benefit of the income-splitting provisions if they are separated under 
a separation decree, and they are treated for this purpose as if they were 
divorced.*° Thus, where cordial relations persist between husband and 
wife, which may have motivated the separation decree for tax advantage, 
such separation decree now constitutes a serious tax disadvantage, for 
the alimony provisions only permit a transfer to the wife’s income tax 
brackets of the amount of the alimony, whereas the 1948 Act would permit 
a transfer for tax purposes of half of the husband’s entire income even 
though the parties were living separate and apart. 

Of course, neither husband nor wife would be permitted in a state court 
of law to claim that they joined to obtain a separation decree for tax 
reasons. However, the parties may, upon joint application, succeed in 
having the separation decree vacated and thereby restore the privilege of 
filing a joint return under the 1948 Revenue Act. The parties may con- 


49 Decided Jan. 17, 1949. 
50 T.R.C. §51(b) (5) (B). 
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ceivably even decide to return to live with one another if the financial 
advantage is great enough. It would seem that generally speaking there 
would be available a common law or statutory means of vacating the 
decree of separation upon the application of both husband and wife. 

In connection with divorce settlements which antedated the 1942 
Revenue Act, the question may arise as to whether the wife, who is now 
taxable on amounts received under the divorce decree, may be entitled to 
additional amounts to make up to her the full sum which was anticipated 
to be available for her use." Since the provisions for support are by 
hypothesis embodied in a divorce decree, the question of restoring the 
expected tax status of the wife’s payments would involve such state law 
matters as the right to modify the decree at the foot thereof and similar 
questions. It is obvious that the husband would suddenly receive a tax 
advantage in the deductibility of his alimony payments which he did not 
have at the time when the decree was entered. 

If the court by its own inquiry determined the amounts to be paid to 
the wife as alimony, there might be no basis for the inference that the 
intention of the court was to give the wife this amount free of tax, regard- 
less of any future change in the law. Furthermore, if the decree did not 
embody any previous agreement of husband and wife, there would gen- 
erally be available a right of the wife at the foot of the decree to claim 
that the amounts being paid to her were inadequate for her support.” 


50a In the very recent case of Metcalf v. Metcalf, N.Y. App. Div. (1st Dept.), decided 
March 14, 1949, N.Y.L.J., Apr. 8, 1949, p. 1263, the: court sustained the sufficiency of a 
cause of action for reformation of a separation agreement which was followed by a 
divorce. The agreement was made in 1934 and required the husband to pay the wife 
$15,000 per year. To secure payment thereof a trust fund of $100,000 was established, 
and provision was made that the wife would pay the tax on such income as was paid to 
her from the trust fund, and the husband would reimburse her to the extent that such 
income increased her income tax. The agreement made no provision as to income tax of 
the wife on any sums received pursuant to the agreement apart from the trust income. 
The cause of action for reformation was sustained on the ground that if amounts of 
alimony other than the trust income, were shown to have been intended to be free of 
income tax on the basis of the tax law as it existed at the date of the agreement, a case 
for reformation would be made out. However, the court held that in so far as New York 
State income tax is concerned, an agreement to pay the income tax of another was illegal 
as being in violation of section 385 of the New York Tax Law. See Mahana v. Mahana, 
272 App. Div. 1013 (1st Dept. 1947). But the power of a court to modify an alimony 
decree on the basis that the change in the income tax law had reduced the amount needed 
for the wife’s support (N.Y. Crv. Prac. Act §1170) would not preclude a court direction 
to pay an amount approximately equal to the additional New York and federal tax burden 
imposed on the wife. Kraunz v. Kraunz, 293 N.Y. 152 (1944). See also Borax vy. Borax, 
69 N.Y. Supp. 2d 516 (Sup. Ct. N.Y. Co. 1946). There is no federal statutory impedi- 
ment to an agreement to pay the federal income tax of another. The amount thus paid 
would constitute additional income to the recipient. See cases note 33 supra. 

51 See Kyff v. Kyff, 286 N.Y. 71, 74 (1941); Schmelzel v. Schmelzel, 287 N.Y. 21, 
25 (1941). , 
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This is quite a different contention from the claim that the decree entitled 
her to the full amount of the alimony without the burden of income taxes, 
regardless of her needs for support or her financial condition. 

If the decree embodied an agreement of husband and wife as to support, 
such an agreement would be merged with the decree,” and relief, if any, 
would be available in the court in which the decree was entered.** That 
court might be called upon to interpret the intention of the parties and to 
conform the decree to such intention in the light of the change in the 
tax law. 


V. Girt Tax PAYABLE By DONEE 


Whether a transfer is subject to gift tax is sometimes uncertain. The 
donor may intend no gift and on the basis of the law at the time of the 
transfer, it may appear that no gift tax will be payable. Subsequent de- 
cisions, however, may result in the imposition of a gift tax, with the conse- 
quence that the transaction may involve the transferor in a much greater 
financial undertaking than had been anticipated. If the transferor had a 
choice at the time of the transfer, he would attempt perhaps to impose 
the burden of any tax that might be levied on the transferee, so that the 
cost of the transaction to him would be fixed and limited. The situation 
may be illustrated by an example: Suppose that some years ago as part 
of a divorce settlement property was transferred to a child of the marriage, 
as well as to the wife. Subsequently cases in the Tax Court held that a 
transfer to a child as part of a divorce settlement was a taxable gift,” 
whereas a transfer to the wife would not be so considered.*° The husband 
may be faced with a gift tax payable by him in addition to the property 
transferred to the child, a result contrary to the expectations of the parties 
to the agreement. Is there room for the contention that some legal remedy 
should be afforded to effectuate the true intentions and reasonable antici- 
pations of the parties? 

In the present situation the true intention may be difficult to determine. 
Was it the intention that if the transfer were held to be a gift, the gift 
tax should be paid out of the property transferred? In such a case the 
taxable gift would be cut down in amount by a formula which would 
determine the amount of the gift and the amount of the tax. Can it be 
said that the parties had any intention with respect to the payment of 
possible gift tax in the absence of anything with reference thereto in 
their agreement? It would seem somewhat strained to assert that the 


52 Kunker v. Kunker, 230 N.Y. App. Div. 641, 246 N.Y. Supp. 118 (3rd Dept. 1930). 
53 Goldman v. Goldman, 282 N.Y. 296 (1940). 

54 Roland M. Hooker, 10 T.C. 388 (1948); A. V. Moore, 10 T.C. 393 (1948). 

55 Converse v. Comm’r, 163 F.2d 131 (C.C.A.2d 1947). 
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amount of property transferred to the child would have been cut down 
by the amount of gift tax payable if the imposition of a gift tax had been 
expected. This may or may not have been the case. This uncertainty 
might in the light of the requirements for state court remedial action 
preclude any such relief. 

Would the contention be sustained for gift tax purposes that the amount 
of the gift should be reduced by considering the gift subject to the pay- 
ment of the gift tax by the donee? In Estelle May Affelder ** taxpayer 
transferred by irrevocable trust all of her property in 1941, and filed no 
gift tax return. In 1943 a gift tax return was filed with an explanation 
of the delay and a statement that the taxpayer was under the impression 
that the return was not required. The trust instrument contained an 
authorization and direction that any taxes that might be assessed against 
the trust by reason of the grantor’s death should be paid by the trustee. 
There was no specific direction with respect to the payment out of the 
corpus of the trust of any gift tax. At the time that the delinquent gift 
tax return was filed, the taxpayer and her three children, who were bene- 
ficiaries of the trust, directed the trustee to pay the gift tax out of the 
corpus of the trust, which was done. The taxpayer petitioner contended 
that for gift tax purposes the value of the assets should be reduced by 
the amount of the gift tax, that the assets were transferred subject to the 
gift tax, and that in arriving at the amount of the net taxable gift, the 
gift tax should have been deducted. It was urged as a basis for this 
contention that the petitioner by the transfer had left herself without 
any funds with which to pay the tax, thereby indicating the intention that 
the transferred funds should bear the burden of the tax. It was also urged 
that a verbal agreement was made before the trust was made irrevocable, 
that the gift tax should be paid by the trustee. The Tax Court rejected 
the first contention on the ground that the trust instrument had reserved 
certain income to petitioner as to which no showing of amount was made 
on the record but which it was implied might have been substantial. The 
second contention as to the alleged oral agreement was likewise rejected 
as being vague and difficult to reconcile with other established facts, such 
as the absence of any mention in the trust instrument itself of such agree- 
ment, the reference to federal estate taxes but not to gift taxes, the failure 
to file a gift tax return, and the later declaration that the reason for non- 
filing was that she was unaware that a gift tax was due. This latter fact 
tended to indicate that the question of who was to pay the gift tax had 
not received consideration. 

It seems clear from this case that the Tax Court when faced with this 
problem will require clear evidence of the intention that the donee was to 


867 T.C. 1190 (1946). 
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pay the gift tax out of the transferred assets.*’ It would seem from the 
A ffelder case that the Tax Court might consider favorably such a con- 
tention in a clear case such as a transfer of all the property of an indi- 
vidual by gift, where in the absence of other circumstances the inference 
might be justified that it was intended the gift tax be payable by the donee 
since the donor had divested himself of all his property. Other factors 
bearing on this question of intention may be relevant. 

The issue might be raised in a state court by a proceeding to have the 
instrument of transfer reformed to effectuate the true intention. Here 
again, the question arises of binding the Commissioner by the state court 
determination. Whether the matter is determined by the Tax Court in 
arriving at the amount of the gift tax or in a state court in an action for 
a reformation, the same considerations as to giving effect to the true inten- 
tion of the parties would prevail. 


VI. PREVENTIVE STEPS TO AVOID FRUSTRATION OF TAX MOTIVES 


Transactions Conditioned on Tax Benefit. A great deal of interest has 
recently been aroused in the public press in the sale by Jack Benny of his 
operating corporation to Columbia Broadcasting System with the purpose 
of thereby transforming into capital gain what might otherwise be 
ordinary income as compensation for personal services. As events proved,™ 
the tax treatment of the transaction was highly uncertain and, according 
to press reports,°® some type of hedge or protective clause was inserted 
in the agreement whereby the deal would be off if the Bureau of Internal 
Revenue ruled that the amount received’ was ordinary income rather than 
capital gain, or that the deal would continue in effect with certain extra 
compensation by CBS to Benny for loss of the hoped-for tax savings. From 
a tax point of view the question would arise whether the first alternative 
or the “heads I win, tails you lose” approach would be successful. In 
other words, can one avoid the adverse effects of a ruling in a doubtful 
tax question by providing in effect that if the tax benefits hoped for are 
not received, the entire transaction is to be cancelled? Would it be against 
public policy to permit a provision in a contract whereby if the Govern- 
ment wins, in effect it loses ? 

A similar question arose in Commissioner v. Proct .° In that case 
taxpayer held interests in four separate trusts which had been created by 
his grandfather. On January 13, 1939 he was indebted to his mother 


57 See Harold F. Pitcairn, 3 TCM 584 (1944) ; J. Maurice Gray, 3 TCM 552 (1944). 

58 See Ruling of the Commissioner, reported in 1949 P-H 70201, declaring that such 
transactions result in ordinary income and not capital gains. 

59N. Y. Times, Dec. 31, 1949, p. 18. 

60 142 F.2d 824 (C.C.A.4th 1944). 
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in the sum of over $600,000, evidenced by promissory notes secured by 
assignment of his interest in the four trusts. On that date he entered into 
an agreement with his mother providing that further interest on the notes 
was waived, releasing two of his trusts from the lien of the assignment 
and, further, that the two remaining trusts alone should secure the in- 
debtedness. At the same time a trust indenture was executed in which 
his interest in the two remaining trusts was transferred to trustees and 
whereby it was directed that, on his mother’s death (she was the life 
beneficiary), the trustees were to pay the amount due on the notes, retain 
the balance, and pay the income thereon to him during his lifetime. Upon 
his death the property in the two trusts was to be paid to his children. 
The trust indenture also provided that if the creation of the trust would 
be subject to gift tax, the gift tax was not to become effective. The Tax 
Court held that no gift tax was payable. The Circuit Court of Appeals 
for the Fourth Circuit reversed the Tax Court and held that the condition 
that the gift was not to be a gift if subject to gift tax was contrary to 
public policy on the grounds that (1) it had a tendency to discourage tax 
collections, (2) it tended to obstruct the administration of justice by 
requiring the courts to pass upon a moot case, and (3) it rendered the 
final judgment of a court meaningless and thus indirectly accomplished 
a declaratory judgment as to whether the gift was subject to gift tax, 
which type of judgment is not permitted by law in such cases. The court 
stated : 
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We do not think that the gift tax can be.avoided by any such device as 
this. Taxpayer has made a present gift of a future interest in property. 
He attempts to provide that, if a federal court of last resort shall hold the 
gift subject to gift tax, it shall be void as to such part of the property given 
as is subject to the tax. This is clearly a condition subsequent and void 
because contrary to public policy. A contrary holding would mean that upon 
a decision that the gift was subject to tax, the court making such decision 
must hold it not a gift and therefore not subject to tax. Such holding, how- 
ever, being made in a tax suit to which the donees of the property are not 
parties, would not be binding upon them and t!.:y might later enforce the 
gift notwithstanding the decision of the Tax Court. It is manifest that 
a condition which involves this sort of trifling with the judicial process can- 
not be sustained. . . . To state the matter different’-, the condition is not 
to become operative until there has been a judgment; but after the judgment 
has been rendered it cannot become operative because the matter involved is 
concluded by the judgment.” 


If the principle of the Procter case were applied to the Jack Benny type 
of transaction, it would follow that even if the contract provided that the 
transaction was to be nullified if the expected tax advantage did not 


61 Jd. at 827-8. 
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eventuate, yet from the point of view of the Treasury Department the 
tax could still be asserted. This would mean that a tax would be imposed 
upon a party to such a transaction, even though under the terms of the 
agreement the party does not receive the amounts due under the agree- 
ment. This would be avoided if the principle of the Procter case is held 
to void the nullification provision as against public policy for all purposes, 
both tax and contract purposes.* Any other result would bring about 
some easily imagined incongruities.® 

In Surface Combustion Corp. v. Commissioner,* the same problem 
arose in a somewhat different setting. There, taxpayer had made certain 
contributions to profit-sharing trusts in favor of taxpayer's employees. 
The trusts contained a provision that in the event that the Commissioner 
of Internal Revenue ruled that the trust funds did not qualify under 
section 165 of the Internal Revenue Code, the taxpayer could terminate 
the trusts and thereupon the fund would be returned to the taxpayer. The 
Commissioner contended that the deduction should be denied, among other 
reasons, because of this condition.® Petitioner claimed a right to the 
deductions. The Tax Court discussed the application of the Procter case 
to this situation and concluded that the Procter case would not be applied 
because in holding that the contributions were deductible, the contingency 
would be eliminated and the possibility of petitioner recapturing the con- 
tributions would disappear. If the contributions were held not deductible 
a deficiency against taxpayer would result. The Tax Court held that the 


62 See Heaton v. Heaton, 55 N.Y. Supp. 2d 154 (Sup. Ct. N. Y. Co. 1945), where 
plaintiff brought an action to nullify an assignment of an interest in a franchise made 
by plaintiff to his infant daughter. The assignment was executed and delivered on 
condition that it would become effective only if a tax saving would result, and if the 
expected tax benefit did not materialize, the instrument was either to be returned to plaintiff 
or cancelled. It was found that no tax benefit resulted from the assignment. Plaintiff 
paid income tax on the amounts received by his daughter prior to the cancellation of 
the assignment but paid no gift tax. The court held that the condition would be en- 
forced and was not against public policy. 

But compare In re Filor’s Will, 293 N.Y. 699, 56 N.E.2d 585 (1944) where a testator 
provided in his will that in view of his wife having abandoned him without cause he 
left her nothing, but if she should prevail on an election to take against his will, he 
directed that the amount of her elective share be held in trust for her with income only 
payable to her and remainder to others. The court held that the condition would be dis- 
regarded as not fulfilling the statutory requirements of the elective share statute, and 
the wife was awarded her elective share outright. Although this case dealt with the 
question of conformance to specific statutory requirements, the analogy to the problem 
under consideration bears study. 

83 Spendthrift trust provisions have been denied enforcement by the courts against tax 
claims. See 1 Scorr Trusts §157.4 (1939). It may be assumed therefore that a provi- 
sion that a trust should terminate if a tax claim is asserted by the Government would 
be invalid. See Jd. §150. 

649 T.C. 631 (1947). 

85 Compare P.S. 47, Feb. 20, 1945, reported in 1945 P-H 76129. 
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contributions were deductible. The dissenting opinion, while concluding 
that the contributions were not deductible, agreed with the majority 
opinion that the Procter case would not be applicable because the deter- 
mination of the validity of the provision did not leave the pending con- 
troversy presenting only a moot question. 

The Surface Combustion case interpreted the Procter case, in effect, 
as having application only where the decision of the court would render 
the question under consideration moot. Even if the Tax Court had held 
that the amounts paid as contributions to the trusts were not deductible, 
the result of the decision would be a deficiency against the taxpayer. Thus, 
the court’s decision differed from the Procter case in that there a holding 
that the gift tax was payable, in effect would result in no gift tax being 
paid at all. 

Retention of Power of Clarification. A recent judicial decision has 
indicated that in the creation of an irrevocable trust, it may be possible to 
anticipate future difficulties in effectuating the intention of the settlor by 
reserving the right in the trust instrument to alter its terms so as to 
effectuate the true intention. Such reservation was held in Theopold v. 
United States ® not to detract from the absolute completeness of the 
transfer for federal estate tax purposes. In that case decedent created 
a trust in 1915 for the benefit of his three infant children and by the trust 
indenture reserved “the power from time to time by an instrument in 
writing signed by me to amend this trust instrument so that it will more 
clearly express my actual intentions if I shall consider such amendment 
advisable, as to which I shall be the sole judge.” The District Court held ® 
that in view of the clarity of the trust instrument in expressing settlor’s 
intentions the reserved power was something more than a power to make 
clarifying changes but rather one to obtain control over the trust to meet 
unanticipated future contingencies or economic changes. The Circuit 
Court of Appeals reversed the District Court, holding that only a power 
of clarification was intended to be reserved. The court analyzed the back- 
ground of the creation of the trust, considered the actual instances where 
such power of amendment was exercised, and reached its conclusion 
despite the fact that in one instance one such amendment attempted to 
make an actual change of substance. 

If the view of the First Circuit Court of Appeals in the Theopold case 
should be generally accepted, it would to a certain extent aid in correcting 
situations where the original intention of the settlor might otherwise be 
distorted. Such intentions might be directly related to tax purposes in 
the creation of the trust and such a power might help to straighten out 


66 164 F.2d 404 (C.C.A.1st 1947). 
6769 F. Supp. 946 (D. C. Mass. 1947). 
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an unanticipated tax complication without the necessity of proceedings 
in a state court for construction or reformation. 


The matters herein discussed are in the emergent stage and still fall far 
short of a matured body of law. The various approaches to this problem 
on different states of fact, outlined above, may have an ever-widening 
application as the law develops. To that development this discussion may 
make some contribution. 

















Corporate Distributions—Some Current 
Trends 
CHARLES W. TYE 


ea tax law applicable to corporate distributions, whether ordinary or 
in liquidation, has as its basis rather definite statutory provisions spelling 
out in considerable detail the tax consequences of such distributions. 
However, despite such highly detailed statutes, statutory interpretation 
bordering on judicial legislation has created a large and shifting area of 
law outside the literal language of the statutes. Tax lawyers are hard 
pressed to keep pace with this movement of shifting law, making very 
real the observation that, “After all the tax bar is always in a state of 
disappointment.” * Perhaps in no other field of the tax law is there such 
a continuous judicial shifting as in the field of corporate distributions. 
It is the purpose of this paper to point out some of the more recent judicial 
trends, delve into their implications, and attempt to resolve some of the 
doubts which arise in day-to-day counseling with respect to this most 
important area of tax law. 


Pre-1913 AccUMULATIONS 


The tax-exempt status of dividends payable out of pre-1913 earnings 
still plagues the Commissioner, with the result that periodically an attempt 
is made to sweep aside such exemption by judicial fiat. The development 
of this exempt status is important to the proper evaluating of any decision 
which a court may hand down on the question. It also shows why a 
different approach to the problem is considered necessary by the Com- 
missioner. 

Historically, the first income tax law enacted after the Sixteenth Amend- 
ment to the Constitution did not define the term “dividend,” with the 
result that the Commissioner sought to tax all distributions chargeable 


Cuartes W. Tye (B.S.C., J.D., University of Iowa, LL.M., Leland Stanford Uni- 
versity) is a member of the Iowa and California Bars; formerly Professor of Law, 
Pacific Coast University; Special Attorney, Office of Chief Counsel, Bureau of Internal 
Revenue, and lecturer at University of Baltimore Law School; Tax Counsel to Royal- 
Liverpool Group of insurance companies, New York. 


1 Eisenstein, Another Glance at the Hallock Problem, 1 Tax L. Rev. 430, 438-9 
(1946). i 
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to surplus.* Taxpayers challenged this position immediately, claiming 
in the leading case of Lynch v. Hornby * that the distribution of earnings 
accumulated prior to March 1, 1913 was a return of capital which was 
not taxable under the 1913 law. This position was sustained in the lower 
courts, but the Supreme Court thought differently. It held that all dis- 
tributions from accumulated earnings could be taxed, whether pre or 
post-1913 accumulations and that the Congress had, in fact, intended 
‘o tax all such earnings. The Supreme Court made the following 
observations : 





Dividends are the appropriate fruit of stock ownership, are commonly rec- 
koned as income, and are expended as such by the stockholder without regard 
to whether they are declared from the most recent earnings, or from a surplus 
accumulated from the earnings of the past, or are based on the increased 
value of the property of the corporation. The stockholder is, in the ordinary 
case, a different entity from the corporation, and Congress was at liberty to 
treat dividends as coming to him @b extra, and as constituting a part of his 
income when they came to hand. 


This decision was handed down on June 3, 1918. Meanwhile, influ- 
enced by the contrary lower court decisions, the Congress had, by the Act 
of September 8, 1916, thought it best to define specifically the term 
“dividend.” * This it did by limiting “dividend,” for federal income tax 
purposes, to distributions out of the corporation’s earnings or profits 
accrued since March 1, 1913 and payable to its shareholders. Attempts 
to change this provision following the Supreme Court decision met with 
no success, with the result that a rather clear legislative intent exists on 


2 Gulf Oil Corp. v. Lewellyn, 248 U.S. 71 (1918); Lynch v. Turrish, 237 U.S. 221 
(1918) ; Peabody v. Eisner, 247 U.S. 347 (1918). For critical analysis of these, and 
other cases, see Powell, Income From Corporate Dividends, 35 Harv. L. Rev. 363 
(1922). Cf. Darrell, Corporate Liquidations and the Federal Income Tax, 89 U. oF 
Pa. L. Rev. 907 (1941). 

3247 U.S. 347 (1918). The Circuit Court of Appeals decided the question solely 
on the ground of statutory construction rather than on constitutional grounds. The 
Supreme Court, on the other hand, deemed the constitutional question implicit in the 
controversy. Factually, Hornby was a stockholder in a lumber corporation which in 
1914 declared and paid a dividend. He conceded that he was taxable on that propor- 
tion of the dividend which represented a distribution of current earnings, but he main- 
tained that so much of the dividend as was paid out of pre-1913 earnings was not 
constitutionally subject to tax without apportionment under the Constitution, Art. I, 
§§ 2, 9. 

#Revenue Act of 1916, Sec. 2(a). “Dividend” was defined: “. .. the term ‘dividend’ 

. shall be held to mean any distribution made ... by a corporation . . . out of its 
earnings or profits accrued since March 1, 1913, and payable to its shareholders. .. .” 
In the Hornby case, the Court observed that the 1916 Act is “. ..a concession to 
the equity of stockholders granted ... in view of constitutional questions that had 
been raised in this case, in the companion case of Lynch v. Turrish, and perhaps in 
other cases.” 
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the point.° This definition of dividend was broadened in 1936 to include 
current year’s earnings, but this change did not alter the basic legislative 
pattern.° 

As a result of this pattern the Commissioner, to date, has been entirely 
unsuccessful in his attempts from time to time to have the courts re- 
interpret the language used in the 1916 Act. The most recent attempt in 
this regard is the case of Higginson v. United States.’ This case involved 
the taxable status of a corporate distribution in payment of accumulated 
dividends on preferred stock for the years 1937 to 1940, a portion of 
which represented the appreciation in value of property existing on 
March 1, 1913 but realized thereafter. Clearly, under the rationale of 
Lynch v. Hornby, this appreciation in value could be taxed, but the 
restrictive statutory language barred it. In fact, the Supreme Court had 
earlier so held in Southern Pacific Co. v. Lowe.* As a result, a new 
approach was tried in the Higginson case. It was urged by the Govern- 
ment that section 115(b) should be interpreted as providing that distribu- 
tions of the character here involved should be exempt from tax only until 
they equal the adjusted basis of the stock and thereafter the balance should 
be taxable as other income. The Court of Claims, in a well reasoned 
opinion, held that its hands were tied by the legislative intent conveyed in 
the statutory definition of the term “dividend.”” The Court said: 


The difficulty with this position . . . is that the statute expressly provides 
otherwise, and to interpret it as (Collector) contends would amount to legis- 
lation. The text of the exemption provided for in the statute is not the basis 
of the stock in the hands of the stockholder, The basis of the exemption from 
tax is the source of the distribution. The provision that the ‘tax-free distri- 
bution’ shall be applied against and reduce the basis of the stock ‘provided in 
section 113’ relates to a matter entirely different from the taxation of the 
distributions when received ; i.e.; gain or loss upon sale or disposition of the 
stock. The two provisions in subsection (b) are entirely consistent. The 
statute exempts the distributions from tax because they are treated as being 
in the nature of distribution of capital and they are applied against the basis 
of stock, until they equal such basis, for the same reason. There is no 


5 Three times since 1916, the House of Representatives has attempted to reinstate 
the rule of the Hornby case, but each time, in 1928, 1932, and 1934 the Senate rejected 
the proposals. See Sen. Rep. No. 960, 70th Cong., Ist Sess. 12 (1928); Sen. Rep. 
No. 665, 72d Cong., Ist Sess. 30-31 (1932) ; Sen. Rep. No. 558, 73d Cong., 2d Sess. 36 
(1934). It is somewhat significant that Congress (contrary to common belief) ex- 
empted pre-1913 earnings before, not after, the Supreme Court passed on the question. 

6 See Sen. Rep. No. 2156, 74th Cong., 2d Sess. 18 (1936). Cf. Helvering v. North- 
west Steel Rolling Mills, 311 U.S. 46 (1. ‘1). For a complete discussion of the legis- 
lative background, see Rudick, Dividends a.d Earnings or Profits Under the Income 
Tax Law; Corporate Non-Liquidating Distributions, 89 U. or Pa. L. Rev. 865 (1941) ; 
Tye, Federal Taxation of Corporate Distributions, 22 J. State Bar or Catrir. 54 (1947). 

781 F. Supp. 254 (Ct. Cl. 1948). 

8247 U.S. 330 (1918). 
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indication whatever of an intention to impose a tax on the amounts distributed 
in excess of the basis. We think the obvious intention is to the contrary. The 
application of the distributions against the cost or other basis of the stock 
has no effect whatever upon taxability or non-taxability of the distributions 
when received by the stockholders. 


This reasoning of the Court of Claims finds support in a recent decision 
of the Tax Court.* Accordingly, it appears the Commissioner is waging 
a hopeless battle at the judicial level. His only hope for what he un- 
doubtedly feels constitutes a serious loophole in the law, is at the legis- 
lative level, 7.e., legislating the rule of Lynch v. Hornby into existence. 
However, after over thirty years without a legislative change it is doubt- 
ful that the Congress would go back to such a rule, particularly in view 
of the complicated as well as potentially inequitable results which would 
flow from such a reversal.’° 

It should be kept in mind, of course, that the March 1, 1913 dividing 
line does not necessarily freeze the status of accumulated earnings (as 
distinguished from paid-in surplus) for all purposes. The Supreme 
Court made this abundantly clear in Helvering v. Canfield,” whereby 
subsequent operating losses were held to have dissipated the accumulation 
as of March 1, 1913 with the result that subsequent distributions were 
deemed to have been from post-1913 accumulations. The Supreme Court 
noted that although the pre-1913 accumulation became capital from the 
corporation’s standpoint, it was not so frozen from the stockholder’s 
standpoint. Thus, failure to distribute the accumulation subjects it to 
business risks, so that post-1913 losses offset it rather than reduce the 
post-1913 earnings and profits. The Canfield decision takes care of this 
situation by making possible a post-1913 fund out of which taxable 
dividends flow, and by determining that the operating losses immediately 
following March 1, 1913, in fact, represent a loss of the pre-1913 
earnings.** 


9 Ernest E. Blauvelt, 4 T.C. 10, 18 (1944). 

10 Numerous problems would be presented should a change be made at this late date 
such as basis adjustments, effect on earnings and profits, etc. See PAUL, SELECTED STUDIES 
IN FEDERAL TAXATION, Second Series, 149 et seq. (1938). 

11291 U.S. 163 (1934). This rule is now incorporated in the regulations. 

12 See Roy J. Kinnear, 36 B.T.A. 153 (1937); Willcuts v. Milton Dairy Co., 275 
U.S. 215 (1927). Contra: Blair v. United States, 63 Ct. Cl. 193 (1927), which was 
probably overruled by the Willcuts case. Cf. Faris v. Helvering, 71 F.2d 610 (C.C.A. 
9th 1934); G. L. Holton, 7 B.T.A. 163 (1927), holding that the burden is on the 
taxpayer to establish that the distribution is out of pre-1913 and not out of post-1913 
earnings. 
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ANTICIPATORY ASSIGNMENT OF INCOME 


The first step toward application of the rationale of Helvering v. Horst“ 
to the field of corporate property distributions is indicated in the decision 
of the Fifth Circuit in Commissioner v. First State Bank of Stratford." 
In this case there was a distribution of a dividend in terms of notes which 
were either worthless or of doubtful value, and which the corporation 
had previously charged off and deducted as worthless. Ultimately col- 
lections were made, and the Commissioner, invoking the so-called tax- 
benefit doctrine,*® treated the recoveries as taxable income of the cor- 
poration. The Commissioner argued that the notes ceased to be capital 
assets of the corporation and became potential or latent income which 
when assigned to and collected by the stockholders, was required to be 
included in the corporation’s gross income, i.e., the collections were im- 
puted to the assignor corporation. 

The Tax Court (five judges dissenting) took the position that the case 
of General Utilities & Operating Co. v. Helvering,” decided by the Su- 
preme Court in 1935, was controlling. The Supreme Court there held 
that the declaration and payment of a dividend in kind does not result in 
the realization of taxable income to the corporation. The majority of 
the Tax Court were of the opinion that declaration of a dividend in kind, 
irrespective of the nature of the dividend, precluded treatment of the 
distribution as an assignment of anticipatory income.** 

The Circuit Court reversed the Tax Court, holding that the rationale of 
the Horst case was applicable. It observed that the debts, when deducted, 
had lost their nature as capital and becanie latent income representative of 
that portion of the corporation’s income which was not theretofore taxed, 
because offset by the deduction.** Although no cases were cited covering 
the point involved, the Circuit Court was obviously trying to reach a result 
consistent with the Horst decision by preventing corporations, through 
the medium of a dividend in kind, from avoiding income taxes upon 
anticipatory income. In reaching this result in the case of individuals, the 
Supreme Court invoked certain broad principles, (1) that it is the realiza- 
tion of income, rather than the acquisition of the right to receive it, that 


18 311 U.S. 112 (1940) ; Lucas v. Earl, 281 U.S. 111 (1930). 

14168 F.2d 1004 (C.C.A.5th 1948), reversing 8 T.C. 831 (1947). See also Rudco Oil 
& Gas Co. v. United States, 49-1 USTC 79200 (Ct. Cl. 1949). 

15 For a detailed analysis of the tax-benefit doctrine, see Tye, The Tax Benefit Doc- 
trine Re-examined, 3 Tax L. Rev. 329 (1948). 

16 296 U.S. 200 (1935). 

17 The Tax Court refused to find a distinction based upon “what” was distributed, 
i.e., whether property or mere rights to income. 

18 This theory was the basis for treating as taxable income recoveries previously 
charged off and which resulted in tax benefit to the oe prior to codification 
of the rule in I.R.C. §22(b) 12. 
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is the taxable event, and (2) that the power to dispose of income is the 
equivalent of ownership of it. The Fifth Circuit applied these established 
principles, saying : 





. . . The enjoyment of the economic benefit was realized as completely as 
it would have been if the bank had collected the notes in dollars and cents and 
paid the money as a dividend to its shareholders. 


A fundamental of the decision is the basic distinction drawn by the 
Court in distinguishing the General Utilities case. As a condition prece- 
dent to reaching the result it did, the Court had to find that the distribu- 
tion was not, in fact, a true dividend of property in kind but rather an 
assignment of the right to future income. The Court noted that what was 
distributed in the General Utilities case was property actually representing 
capital assets, whereas the notes distributed in the instant case were held 
to have lost their status as such by reason of their prior charge-off and 
deduction by the bank. It was only after collection that a taxable event 
resulting in income took place, and the assignor bank was charged with 
tax liability on such collections.*® 

The status of the stockholder was not involved in the litigation. How- 
ever, it is the established rule that a dividend in kind represents taxable 
income to the stockholders to the extent of the fair market value of the 
property at the time it becomes income to him. In the event the notes 
when received were worthless or their fair market value unascertainable 
at the date of distribution, the stockholders would be taxable as collec- 
tions were made.” Thus, we find a situation where income is imputed 
to the corporation and the stockholders also are liable as if they had 
received cash dividend distributions directly from the corporation in the 
year of collection. 

How far this principle could or should be extended is problematical. 
Does it apply, for example, to distribution in complete or partial liquida- 
tion to the extent the distribution represents only the assignment of antici- 
pated income? Although the rule of Burnet v. Logan,** whereby the 
taxpayer was held to be entitled to recover the entire cost of his stock 
before any part of the payments received on certain royalty contracts 
was taxable, has been held inapplicable to distributions in complete liquida- 
tion in the recent case of Fleming v. Commissioner,” such holding does 
not foreclose the possibility of imputing income to the corporation or to 


19 The theory of these situations is that a closed transaction has not occurred, with the 
result that tax liability is postponed. 

20 Cf. rationale of Burnet v. Logan, 283 U.S. 404 (1931). 

“1 Supra note 20. 

22153 F.2d 361 (C.C.A.5th 1946). Sce also Boudreau y. Comm’r, 134 F.2d 360 
(C.C.A. 5th 1944). 
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the stockholders as transferees. The Fleming case, in effect, held that 
section 115(c) ** contemplates that all property distributed in complete 
liquidation be valued, irrespective of how difficult that may be; and further 
that the very nature of a liquidating distribution necessitates a finding 
that a closed income-tax realization transaction has taken place. Since 
capital gain or loss results to the stockholder, unless tax-free, all property 
transferred at such time enters into the computation.** If the property 
has little or no ascertainable value the subsequent collections are still in 
the capital gain or loss category. 

Illustrative of this latter type of situation is the recent Tax Court case 
of Susan J. Carter.* In this case the distributed property consisted of 
certain oil brokerage contracts entered into with numerous individual 
oil producers. These producers agreed to pay commissions to the corpora- 
tion in return for its prior services in obtaining buyers for the oil. Fol- 
lowing fulfillment of the corporation’s obligations under the contracts, 
but before substantial commissions had been paid on the contracts, the 
corporation dissolved and the petitioner received a liquidating dividend of 
assets and the brokerage contracts, exceeding the cost basis of the stock. 
The following year commissions were paid. The question involved the 
character of the gain, the Commissioner contending that no sale or ex- 
change occurred, whereas the taxpayer urged that section 115(c) required 
capital gain treatment. The Tax Court ruled against the Commissioner, 
holding that the collections, when received, were taxable to the stock- 
holder, but only to the extent of capital gain under sections 115(c) and 
117 of the Internal Revenue Code. We have then the odd spectacle of the 
sole stockholder, by liquidating at the proper time, receiving all com- 
missions and paying only one tax, and that at capital gain rates, with the 
corporation paying no tax except on a small amount of commissions 
actually collected before liquidation. 

No attempt, apparently, was made by the Commissioner to impute 
these collections to the corporation on the theory that what was distributed 
was merely the right to future income. If this had been attempted there 
is a good chance the Commissioner would have been successful, although 
the status of what was distributed in this case is not so clear-cut as in the 
Stratford Bank case. In other words, to come within the scope of the 
Horst case there must be a holding that property was not transferred, but 


237.R.C. §115(c), on its face, covers both partial and complete liquidations. How- 
ever, I.R.C. §112(b) (6) applies only to complete inter-company liquidations, and is an 
exception to I.R.C. §115(c). IR.C. §115(g) is potentially applicable to distributions 
in partial liquidation irrespective of I.R.C. §115(c). 

24T.R.C. §115(c) provides: “Amounts distributed in complete liquidation of a cor- 
poration shall be treated as in full payment in exchange for the stock. . . .” 

259 T.C. 364 (1942). I.R.C. §41 has potential application to these situations. 
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only the right to unascertainable future income. The brokerage contracts 
in the Carter case are in one sense property, but it would seem they are 
essentially no different from the insurance renewal contracts involved in 
Helvering v. Eubank.” The Supreme Court there recognized that the 
assignment of fully performed renewal contracts was no more than the 
transfer of a right to future income. It would not have been difficult for 
the Tax Court to have reached this result in the Carter case; and it is 
surprising the Commissioner did not urge it and then impose transferee 
liability on the sole stockholder. The only stumbling block is section 
115(c). Does it prevent imputing income to the corporation after liquida- 
tion? I think not, if the principle that a corporation remains taxable on 
income from its contractual rights even after transfer of such rights to its 
stockholders still obtains.** Such a result is entirely consistent with sec- 
tion 115(c), since capital gain treatment thereunder extends to all the 
assets distributed, including the accumulated earnings and profits of the 
corporation.” 


GAIN IMPUTED TO THE CORPORATION 


Although it is the general rule that no gain or loss is realized by a cor- 
poration as the result of distributing its assets in a partial or complete 
liquidation, the celebrated decision of the Supreme Court in Commissioner 
v. Court Holding Company” has been the cause of a flood of litigation 
on this question. It was held in this case that gain on the sale of assets 
formerly owned by the corporation may, under certain circumstances, 
be attributable to the corporation, irrespective of the fact that the cor- 
poration did not completely consummate the transaction giving rise to 
gain. The intervening step of liquidation was treated merely as an in- 
cidental step in an integrated plan to sell assets. In effect, the Supreme 
Court held that where a sale of assets is contemplated and thereafter 
made, taxable gain may be imputed to the corporation irrespective of the 
intervening fact of liquidation. 

Following this decision, the Commissioner broadened the scope of his 
inquiry, and in numerous Tax Court and circuit court decisions obtained 
a judicial rule to the effect that if negotiations for the sale were entered 
into prior to the actual distribution of the assets thereafter sold by the 
stockholders, or if title is retained in the corporation pending negotia- 
tions, the resulting gain will be imputed to the corporation. 








26 311 U.S. 122 (1920). Cf. theory of Harrison v. Schaffner, 312 U.S. 579 (1941): 
Comm'r v. Tower, 327 U.S. 280 (1946). 

27 Steinberger v. United States, 81 F.2d 1008 (C.C.A. 9th 1936) ; Van Meter v. Comm’r, 
61 F.2d 817 (C.C.A8th 1932). 

28 T.R.C. §115(c) draws no distinction between types of assets distributed. 
29 324 U.S. 331 (1945). f 
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Without detailing the facts of the numerous Tax Court * cases, an 
analysis discloses rather definite divisions of opinion among the Tax 
Court judges. The majority are of the opinion that the mere conduct of 
sale negotiations by the officers with the ultimate purchaser imposes taxable 
gain upon the corporation, irrespective of the fact that the actual sale is 
consummated by the stockholders. Another group believes that mere 
preliminary negotiations are not enough, unless they proceed to a point 
where there is substantial agreement on all the terms of sale. A third 
group believes that neither negotiations nor agreed terms are important 
if, in fact, a liquidation precedes the actual sale by the stockholders. The 
Court Holding Company case is distinguished by this last group on the 
ground that there the liquidation was an afterthought, a part of the pur- 
chase price having been paid to the corporation prior thereto. 

Comparing the Tax Court thinking with that of the circuit courts dis- 
closes that they generally agree that gain on the sale of distributed assets 
in liquidation will be imputed to the corporation where actual negotiations 
have been conducted by the corporation. However, the circuit courts 
probably will not hold the transaction taxable to the corporation on mere 
retention of title by it, provided the negotiations are not conducted by the 
corporation.” 

Accordingly, although there appears to be little hope of corporate tax- 
payers prevailing before the Tax Court, the chances look somewhat 
brighter before the circuit courts in view of the reversal by the Fifth 
Circuit of the Tax Court’s-decision in the Howell Turpentine Company * 
case. There the Circuit Court emphasized that no taxable gain to the 
corporation is possible unless realized by the corporation. It observed 
that distribution is not realization; and if, in fact, the sale is ultimately 
made by stockholders, it is the stockholders’ transaction and not that of 
the corporation. The Court stated that a stockholder may validly contract 
to sell property before any steps are taken toward liquidation if he has 
reasonable prospects of receiving the property within the time fixed by 
the contract for the conveyance.** Significantly, the Court pointed out 
that the choice of plans was open to stockholders, and even if that choice 
was dictated by tax savings, there was no legal objection to it. But it 
must be kept in mind that in distinguishing the Court Holding case, the 
Court carefully pointed out that the stockholders had an intention and 
possibility of acquiring the assets in order to complete the sale, and that 


30 For collection of cases, see Friedman, Points to be Considered in Liquidating a 
Corporation, in Proceedings of New York University Firra ANNuAtL INSTITUTE 
on FeperaL Taxation 747, 751-56 (1947). 

31 Mannix, Liquidation of Newly Acquired Subsidiarics, 26 Taxes 1112 (1948). 

32 Howell Turpentine Company v. Comm’r, 162 F.2d 319 —— 5th 1947). 

33 Supra note 31. 
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they did in fact acquire interests which were passed on apart from any 
corporate action. Similar distinctions were drawn in Baum v. Dallman ** 
which recognized the right of stockholders to agree to sell assets prior to 
liquidation. These cases represent a retreat from the broad interpretation 
which initially was placed upon the Court Holding Company decision by 
the Tax Court. 

Indicative of Tax Court continued thinking along the above lines is 
the recent Kaufmann * case. Factually, the situation was quite similar 
to the Howell Turpentine case except that prior to negotiating for the sale, 
the stockholders had made no agreement to liquidate the corporation. The 
vendors, plainly identified as the stockholders in the contract of sale, 
agreed to cause the corporation to convey assets to themselves for trans- 
fer to the purchaser. The sale was imputed to the corporation, the Tax 
Court indicating that retention of title by the corporation, pending stock- 
holder negotiations, was fatal. The Tax Court observed that since the 
corporation had not been dissolved; the stockholders could not deal with 
its property as their own. Accordingly, the president of the corporation 
(a non-stockholder) was regarded as negotiating the sale on behalf of 
the corporation, despite his designation in the contract as a representative 
of the stockholders. 

Immediately following the Kaufmann case, the Tax Court, without even 
citing or discussing it, handed down a decision favorable to the taxpayer 
in Armored Tank Corporation.*® The decision turned in this case upon 
the fact that the negotiations between the purchaser and seller ended with- 
out agreement, whereupon the stockholders ultimately made the sale. 
There is thus an indication that if in fact negotiations are broken off 
because of complete disagreement, and thereafter, the stockholders, upon 
receipt of the property, negotiate and sell on their own behalf, the gain 
will not be imputed to the corporation. However, retention of title would 
no doubt dictate a different result, at least before the Tax Court. 

The other recent Tax Court case deserves comment, inasmuch as the 
Commissioner’s insistence on corporate liability seems to place him in a 
position inconsistent with his own regulations. The case is J.7.S. Brown's 
Son Company® involving a complete liquidation. The distilling com- 
pany, through its sole stockholder, decided to liquidate in 1942. After 
completion of the necessary corporate steps, warehouse certificates for 
barrel whiskey were distributed to the stockholder. The Commissioner 
took the position that the corporation realized taxable gain in the year 





8476 F. Supp. 410 (D.C. Ill. 1948). 

85 Rose Kaufmann, 11 T.C. 483 (1948). 

8611 T.C. 644 (1948). 

8710 T.C. 840 (1948) ; cf. Acampo Winery and Distilleries, Inc., 7 T.C. 629 (1946) ; 
Ripy Bros. Distillers, Inc., 11 T.C. 326 (1948). 
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of liquidation solely because of the distribution in kind, although the 
assigned reason in the deficiency notice based the liability on the sales in 
1943 as having been made, in substance, by the corporation. The Tax 
Court, by-passing the Court Holding doctrine because it appeared all 
negotiations were by the stockholder after receipt of the warehouse 
certificates in liquidation, expressed amazement at the Commissioner’s 
contention : 


We do not quite understand the argument made by respondent in his brief 
respecting this issue. He does not seriously argue that a corporation realizes 
income, when, upon liquidation, it distributes its assets in kind to the stock- 
holders. Yet he does not concede the error of his determination in this respect. 


Because of the unsettled status of liquidation followed by a sale of the 
assets distributed, there has been a tendency to avoid the potential double 
tax through the device of selling the stock of the corporation rather than 
the assets. Clearly this will not involve the corporation in tax liability 
if the corporation is not dissolved. However, if shortly after acquiring 
the stock, or simultaneously therewith, the corporation is dissolved, there 
exists the real threat that the transaction will be viewed as, in substance, 
a sale of the corporate assets. However, the Tax Court in recent cases 
has refused to go that far. 

The first case, Steubenville Bridge Company,** has been discussed in 
a Note published in the last preceding issue of the Tax Law Review. 
Attention should be called to Judge Disney’s dissent, which finds support 
in the case of Chilhowee Mills Inc.,*° and in the supplemental opinion of 
the Second Circuit in the well known Fairfield Steamship Corporation *° 
case. 

The latest Tax Court case involving a sale of stock, rather than assets, 
is that of Dallas Downtown Investment Company.** The facts are that 
the corporation owned a building which was leased to a bank. The bank, 
for some time, was interested in buying the building but the negotiations 
never proceeded to the point where a sale could be consummated. The 
principal difficulty was that under the applicable state law the bank could 
not invest more than 50% of its capital and surplus in a home office 
building, and the sales price asked exceeded this limit. Accordingly, the 
bank formed a separate investment company which advanced funds to 


8811 T.C. 789 (1948). See Note, Sale of Stock or Purchase of Assets, 4 Tax L. Rev. 
378 (1949). 

89 4 T.C. 558 (1944), cf. Cooper Foundation, 7 T.C. 389 (1946). 

40 Fairfield Steamship Corp. v. Comm’r, 157 F.2d 321 (C.C.A.2d 1946). See Kurz, 
A Critique of the Fairfield Steamship Case, 25 Taxes 612 (1947). See Louisville 
Trust Co. v. Glenn, 65 F.Supp. 193 (D. C. Ky. 1946). 

4112 T.C. No. 17 (1949). 
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the bank. An attempt was then made to make a direct purchase, but the 
stockholders of the corporation objected. It was then proposed to have 
the bank’s separate investment company buy the stock for $175.00 per 
share. This was done by the separate investment company with funds 
advanced by the bank. The bank, as sole stockholder, then caused the 
corporation to be dissolved, and representatives of the bank appointed 
themselves trustees in liquidation. The building was then sold to the 
separate investment company of the bank, and it resold to the bank. The 
bank then dissolved its controlled investment company. The Commis- 
sioner contended the sale to the bank’s controlled company by the trustees 
resulted in taxable gain which should be imputed to the petitioner cor- 
poration. The corporation argued that in substance the transaction was 
a purchase of the stock by the bank and that the bank’s acquisition of 
the property through liquidation of it and of the dummy controlled com- 
pany did not result in gain to it. The Tax Court (with three dissents) 
held that the only sale was made by the stockholders, and refused to impute 
gain to the petitioner corporation. 

It is too early to predict what the final result will be where sale of stock 
rather than assets is the vehicle by which the assets are ultimately ac- 
quired. Assuming, however, the soundness of the rules as regards the 
sale of assets, it would seem that the distinction drawn in the case of a 
sale of stock, followed shortly thereafter by acquisition of the corporate 
assets through liquidation, is more fictional than real. The dictum of 
Judge Sternhagen in Meurer Steel Barrel Company, Inc.** should not be 
lost sight of in evaluating such distinction : 
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Every step was palpably part of the plan to transfer assets to the ultimate 
buyer, even though his identity was for a while unknown. The dealing was 
not for the purpose of transferring shares of stock, and was not carried out 
in that form. Even if it had been, it would only have been a means of trans- 
ferring the barrel business. (Emphasis supplied) 


The Tax Court decision in this case was affirmed by the Third Circuit 
and certiorari was denied by the Supreme Court.** Accordingly, the tax 
bar should not be unduly optimistic that the distinction drawn by the Tax 
Court will continue, particularly since the two recent cases referred to 
were factually unfavorable to the Commissioner. Undoubtedly the Com- 
missioner will continue to insist that acquisition of the stock, followed 
immediately by dissolution of the corporation, results in gain to the cor- 
poration, especially if the purchase price of the stock has a definite relation- 
ship to the market value of the corporate assets. 


421 TCM 721 (1943). 
43144 F.2d 282 (C.C.A.3rd 1944), cert. denied, 324 U.S. 860 (1945). 
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THE SANSOME RULE IN REVERSE 


The loophole whereby through a tax-free reorganization earnings 
could be siphoned off tax-free to stockholders was effectively closed by 
the Second Circuit in the now famous case of Sansome v. Commissioner.“* 
The so-called Sansome rule requires an acquiring corporation to add to 
its own accumulated earnings those of a liquidating subsidiary which it 
acquires in a tax-free reorganization or liquidation. Judge Learned Hand 
stated the underlying theory, as follows: 

A corporate reorganization which results in no ‘gain or loss’ . . . does not 
toll the company’s life as a continued venture . . . and what were ‘earnings 
and profits’ of the original, or subsidiary, company, remain, for purposes of 
distribution, ‘earnings and profits’ of the successor, or parent, in liquidation. 


The Supreme Court has adopted the Sansome rule in two recent cases, 
both involving the transfer of the earnings account of a subsidiary. In 
Commissioner v. Wheeler * the Court stated : 


Congress has determined that in certain types of transactions the economic 
changes are not definitive enough to be given tax consequences, and has clearly 
provided that gains and losses on such transactions shall not be recognized 
for income tax liability but shall be taken into account later. . . . It ts sensible 
to carry through the theory in determining the tax effect of such transactions 
on earnings and profits. Compare Commissioner v. Sansome. .. .” (Em- 
phasis supplied). 


The second case is Commissioner v. Munter,*® in which the Court said: 


Relying upon the rule of Commissioner v. Sansome, . . . which, for tax 
purposes, treats a reorganized corporation as but a continuation of its pre- 
decessors, the Tax Court determined that the new corporation acquired all the 
earnings and profits of its predecessors in 1928. . . . Congress has repeatedly 
expressed its approval of the so-called Sansome rule as a correct interpretation 
of the purpose of the tax laws governing reorganizations. 


Another very important case is the Second Circuit Court decision in 
Harter v. Commissioner.“7 Again, Judge Learned Hand, in commenting 
on a corporate merger, said “. . . the surplus of the new company was 
the difference between the assets of both the old companies and the capital 
shares of both.” 

None of these cases involved a reorganization where the acquired sub- 
sidiary had substantial deficits. However, that question has very recently 
been answered by the Supreme Court. The question decided is whether 
cash distributed by a corporation to its stockholders is taxable as a divi- 


4460 F.2d 931 (C.C.A.2d 1932). 
45 324 U.S. 542 (1945). 

46 331 U.S. 210 (1947). 

4779 F.2d 12 (C.C.A.2d 1935). 



















































472 TAX LAW REVIEW [Vol. 4: 


dend or whether only a part is taxable in view of the deficits of the sub- 
sidiary which were taken over by the parent. The case is Commissioner v. 
Phipps.” 

Factually, the Phipps case presented this situation: The Nevada-Cali- 
fornia Electric Corporation owned all the stock of five companies. It 
effected a tax-free reorganization under section 112(b)(6) of the 1936 
Act, and acquired all the assets, subject to the liabilities, of these controlled 
subsidiaries. Four of the companies had substantial deficits totaling 
nearly $3,200,000, which deficits exceeded the post-1913 accumulated 
earnings and profits of the parent. The petitioner taxpayer owned 2,640 
shares of the preferred stock of the Nevada-California Electric Corpora- 
tion, and received substantial dividends in 1937 following declaration by 
the corporation. The corporation advised stockholders that only 48.6595 
per cent of the distribution was from current earnings or profits, the 
balance being a return of capital, the theory being that the acquired deficits 
offset the accumulated earnings and profits of the parent in line with the 
Sansome rule. 

The Commissioner thought otherwise, and treated the entire distribu- 
tion as being paid from post-1913 accumulated earnings or profits. He 
contended that the Sansome rule had no application to a deficit situation, 
but should be applied only to prevent the earnings or profits of a subsidiary 
from being distributed tax-free through the vehicle of an intervening 
tax-free reorganization. The Tax Court held that the theory of the San- 
some rule was equally applicable to deficits, and that the parent corpora- 
tion’s accumulated earnings were erased by the aggregate deficits of the 
subsidiaries. This decision was affirmed by the Circuit Court in a divided 
opinion. Both courts were of the opinion that the “continuation” doctrine 
of the Sansome rule carried through for all tax purposes and not, as 
urged by the Commissioner, only to prevent the predecessor’s earnings 
from escaping tax. They refused to follow the view of the Commissioner 
that the basic reason for the Sansome rule is absent in the case of the 
deficit corporation which has no earnings and profits to escape tax.* 

However, the Supreme Court agreed unanimously with the Commis- 
sioner’s contention that the Sansome rule was designed essentially to 
prevent tax evasion. It therefore held that the rule was inapplicable to 
tax-free reorganizations involving the acquisition of a subsidiary having 
a deficit of earnings and profits. The Court refused to apply the con- 
tinuation doctrine of the Sansome case to such situations.” 


48 CCH 79204 (1949). 
49167 F.2d 117 (C.C.A.10th 1948), affirming Margaret R. Phipps, 8 T.C. 190 (1947). 
50 CCH $9204 (1949). 
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DISTRIBUTIONS ESSENTIALLY EQUIVALENT TO A TAXABLE DIVIDEND 


Athough section 115(c) specifically covers both complete and partial 
liquidations wherein the transaction is treated as a sale of stock by the 
stockholders to the corporation with resulting capital gain or loss, sec- 
tion 115(g) must not be lost sight of. This section provides : 


“(g) Redemption of Stock.—If a corporation canceis or redeems its stock 
(whether or not such stock was issued as a stock dividend) at such time and 
in such manner as to make the distribution and cancellation or redemption 
in whole or in part essentially equivalent to the distribution of a taxable divi- 
dend, the amount so distributed in redemption or cancellation of the stock, 
to the extent that it represents a distribution of earnings or profits accumu- 
lated after February 28, 1913, shall be treated as a taxable dividend.” 


The statute involves two questions: (1) Did the transaction constitute 
a redemption? and (2) Was the distribution essentially equivalent to a 
taxable dividend? Accordingly, application of the statute is conditioned 
upon both questions being affirmatively answered. In this regard it is 
important to remember that section 115(g) has been held not to apply 
to complete liquidations, i.e., a single distribution or a series of distribu- 
tions pursuant to a plan of complete liquidation. Thus, for all practical 
purposes we are concerned only with so-called partial liquidation, in de- 
termining whether section 115(g) is applicable. The theory is well stated 
by the Tax Court in the Upham ™ case: 

In determining the applicability of section 115(g), it is important to care- 
fully examine the circumstances surrounding the transaction in order to 
ascertain the real purpose of the distribution. It is apparent that if the redemp- 
tion was merely a step in a plan to distribute earnings and profits to stock- 
holders or if it was designed for the benefit of stockholders, the time and 
manner of the distribution would be essentially equivalent to a taxable divi- 
dend. . . . However, if the redemption was dictated by the reasonable needs 
of the corporate business, section 115(g) would not apply. 


The cases tend to indicate that there must be a bona fide contraction 
or shrinkage in business warranting a partial liquidation (especially 
where substantial accumulated earnings exist) in order to avoid having 
the distribution in partial redemption treated as essentially equivalent to 
a taxable dividend. This proposition is illustrated in Heber Scowcraft 
Investment Company.*? In this case there was, initially, true expansion 
of the manufacturing facilities, followed by a bona fide contraction of 
those manufacturing operations found to be affecting the over-all profit. 
Consequently, the distribution in partial redemption of the stock was 
held not to be a taxable dividend to the extent of available earnings. 


514 T.C. 1120, 1127 (1944). 
524 TCM 755 (1944). 
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One of the more recent cases involving the applicability of section 
115(g) is the Snite** case. This case presented the question whether 
amounts received by the taxpayers for the sale of capital stock to their 
wholly-owned subsidiary, such stock to be retained as treasury stock, 
was essentially equivalent to a taxable dividend within the ambit of sec- 
tion 115(g). It appeared that certain employees of a small corporation 
wanted a stock interest in the company, and that the two stockholders 
caused the corporation to purchase some of the shares which were to be 
held as treasury stock until purchased by the employees under an option 
arrangement. The two stockholders reported a capital gain from the sale 
to the corporation. The Commissioner, however, contended that the 
entire proceeds were taxable dividends under sections 22(a) and 115(g). 

The Tax Court, however, held that section 115(g) was inapplicable 
since the real purpose was not tax avoidance. The Court was influenced 
by the fact that the employees, rather than the stockholders, initiated the 
sale, the liberal dividend record of the corporation, the taxpayers’ pro- 
portionate change in stock ownership, and the failure of the Commis- 
sioner to establish the personal need of the two stockholders for addi- 
tional funds. Unfortunately, perhaps, the Tax Court did not have to pass 
on the question whether the stock (to be retained as treasury stock) was 
redeemed within the contemplation of section 115(g). Although certain 
cases have held that purchase by a corporation of its own stock may con- 
stitute a redemption within the scope of the statute, the question whether 
every such purchase constitutes a redemption is still open.™* 

There is another question which is still not free from doubt. That 
is whether there being no earnings and profits except to the extent the 
appreciation in value of the assets distributed in partial liquidation is 
deemed to be earnings of the corporation, there could be a taxable divi- 
dend to the stockholders. The Tax Court has consistently refused to 
adopt this view, relying upon the case of General Utilities & Operating 
Company v. Helvering,®® but the Commissioner continues to litigate this 
issue as to regular dividends in kind.** No doubt the Commissioner could 
similarly attempt to treat a partial liquidation as essentially equivalent to 
a taxable dividend to the extent of the appreciation in value. The dissent 
of Judge Opper in the V. U. Young ™ case lends support to this ultimate 
position as a delimitation of the import of the General Utilities decision. 
In Beach Petroleum Company,** however, the Tax Court disposed of the 


54 Kirschenbaum v. Comm’r, 155 F.2d 23 (C.C.A.2d 1946). 
55 Supra note 16. 

56 See Note, 3 Tax L. Rev. 250 (1948). 

575 T.C. 1251 (1945); 6 T.C. 357 (1946). 

585 TCM 638 (1946). 
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contentions (1) that appreciation in value creates income to the corpora- 
tion, and (2) that dividend income results to the stockholders. 

Closely akin to this question is the problem presented by the case of 
Transport Trading & Terminal Corporation.” In this case the taxpayer 
subsidiary paid a dividend in kind on October 25, 1940 of certain securi- 
ties having a cost of $20,000 and a value of $582,000. The parent negoti- 
ated for the sale of the securities, beginning on November 11, 1940 and 
ending in a contract of sale on November 22, 1940. The price was 
$582,000. The Commissioner claimed a taxable gain resulted to the 
subsidiary in the amount of $562,000. In addition to claiming that there 
was a lack of business purpose, and that the sale should be imputed to the 
subsidiary in line with Fairfield Steamship Corporation v. Commissioner,” 
the Commissioner also asserted that the appreciation in value was taxable 
to the subsidiary as a result of the distribution. The Tax Court, again, 
merely followed the General Utilities & Operating Company case and 
refused to rule with the Commissioner. It should be noted in this regard, 
that the dividend in kind was reported in the parent’s gross income at the 
market value, but the 85% dividend-received credit provided in section 
26(b), materially reduced the actual tax liability resulting from the dis- 
tribution. In other words, the appreciation in value as between related cor- 
porations would apparently come into income at the effective present rate 
of 5.7 per cent on dividends received from another domestic corporation. 


599 T.C. 247 (1947). 
60 Supra note 40. 




















Informal Federal Tax Settlements And 
Their Binding Effect 


SYDNEY A. GUTKIN 


# om Internal Revenue Code accords finality to the settlement of tax 
controversies evidenced by closing agreements.* Such is also the effect of 
compromises.” While other methods may or may not have that quality, 
it is indeed fortunate that disposition of the multitudinous disputes be- 
tween the internal revenue service and taxpayers is not dependent upon 
formal statutory compliance.* 


Sypney A. Gutxin (B.S., L.L.B.) is a member of the New Jersey, New York and 
District of Columbia Bars; formerly in Chief Counsel’s Office, Bureau of Internal 
Revenue, lecturer at N. Y. and N. J. Practising Law Institute, N. Y. U. Federal Tax 
Institute and Penn State College; contributor to various legal periodicals. 

Appreciation is acknowledged for the assistance of Jerome R. Miller of the New 
Jersey Bar, in connection with the preparation of the original manuscript. 


1“T.R.C. §3760. Closing agreements. 

“(a) Authorization—The Commissioner (or any officer or employee of the Bureau 
of Internal Revenue, including the field service, authorized in writing by the Commis- 
sioner) is authorized to enter into an agreement in writing with any person relating to 
the liability of such person (or of the person or estate for whom he acts) in respect of 
any internal revenue tax for any taxable period. : 

“(b) Finality—If such agreement is approved by the Secretary, the Under Secretary, 
or an Assistant Secretary, within such time as may be stated in such agreement, or later 
agreed to, such agreement shall be final and conclusive, and, except upon a showing of 
fraud or malfeasance or misrepresentation of a material fact— 

“(1) The case shall not be reopened as to the matters agreed upon or the agrec- 
ment modified, by any officer, employee, or agent of the United States, and 

“(2) In any suit, action, or proceeding, such agreement or any determination, assess- 
ment, collection, payment, abatement, refund or credit made in accordance 
therewith, shall not be annulled, modified, set aside or disregarded.” 

2“T.R.C. §3761. Compromises. 

“(a) Authorization—The Commissioner with the approval of the Secretary, or of the 
Under Secretary of the Treasury, or of an Assistant Secretary of the Treasury, may 
compromise any civil or eriatenl case arising under the internal revenue laws prior to 
reference to the Department of Justice for prosecution or defense; and the Attorney 
General may compromise any such case after reference to the Department of Justice for 
prosecution or defense. 

“(b) Record—Whenever a compromise is made by the Commissioner in any case there 
shall be placed on file in the office of the Commissioner the opinion of the General 
Counsel for the Department of the Treasury, or of the officer acting as such, with his 
reasons therefor, with a statement of— 

“(1) The amount of tax assessed, 
“(2) The amount of additional tax or penalty imposed by law in consequence of 
the neglect or delinquency of the person against whom the tax is assessed, and 
“(3) The amount actually paid in accordance with the terms of the compromise.” 
1 er eerencer- For compromises after judgment see R.S. 3469 (U.S.C., Title 
, Sec. f 
8 The latest available “Annual Report of the Commissioner of Internal Revenue” (for 
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As in most business dealings, formalism is ordinarily of little conse- 
quence. It may be, however, on those occasions when one or the other 
party later decides to take a different or inconsistent position. Such lack 
of steadfastness is common to all men.* 


STATUTORY SETTLEMENTS 


Under the provisions of the Internal Revenue Code, there is only one 
method of accomplishing the final closing of a dispute, i.e., a closing 
agreement effected pursuant to section 3760.° And even such agreements 
are subject to being opened “upon a showing of fraud or malfeasance or 
misrepresentation of a material fact... .”° 

Another provision of the Internal Revenue Code, which has for its 
purpose the compromise of a tax assessment and the elimination of the 
expense and harassment concomitant with litigation, is section 3761." 

“A compromise is a contract, and like other contracts it requires, among 
other things, parties capable of making and authorized to make the con- 
tract, a subject matter and a consideration.” * The fact that finality is 


the fiscal year ended June 30, 1947) discloses the following statistics on the number 
of cases settled by statutory means: 


Disposed of or 

Technical Staff Received finally effected 
I beans sesckcevascsesasancs 1075 863 
CORT, FANIES noon ok 0 sais one doene 124 109 


The total number of additional assessments of income and excess profits tax made 
during the fiscal year was 291,146. Of this number, 280,258 or 96.37% wf the total, were 
made by informal agreements with taxpayers without the necessity “of is issuing a statutory 
notice of deficiency. 

The above information reveals the relative infrequency with which the statutory 
provisions for settlement are invoked. Certainly, such agreements are infinitesimal by 
comparison to the number of non-statutory settlements effected by the office of the 
Internal Revenue Agent in Charge and the Technical Staff. These statistics amply 
demonstrate the practical importance of the “gentlemen’s agreement” in the everyday 
disposition of tax controversies. 

4 Witness the inconsistencies of the Commissioner, in Couzens v. Comm’r, 11 B.T.A. 
1040 (1928) and Payson v. Comm’r, 166 F.2d 1008 (C.C.A.2d 1948); taxpayer, in 
Joyce v. Gentsch, 141 F.2d 891 (C.C.A.6th 1944) and Bank of New York v. United 
States, 170 F.2d 20 (C.C.A.3rd 1948) and Court, in Comm’r v. Estate of Francois L. 
Church, 49-1 U.S.T.C. $10,702, — U.S. — decided on January 17, 1949. 

5 See note 1 supra. 

®T.R.C. §3760(b) ; see note 1 supra. 

7 See note 2 supra. 

§ Big Diamond Mills Company v. United States, 51 F.2d 721 (C.C.A.8th 1931). To 
the same effect are: Colorado Milling & Elevator Co. v. Howbert, 57 F.2d 769 (C.C.A. 
10th 1932) and Jones v. First National Building Corporation, 155 F.2d 815 (C.C.A.10th 
1946). The Court in the Big Diamond Mills case found sufficient consideration to sup- 
port the compromise therein involved, in the fact that there was an honest dispute as to 
the validity of the tax at the time of compromise. It was ultimately determined that 
there was no tax liability and the taxpayer was allowed to recover the interest paid 
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usually accorded to compromises in which all the steps necessary for 
compliance with the statute have been taken is demonstrated by the fruit- 
less attempts of both the taxpayer and the Government to escape from 
the terms of their agreement. The Courts have held that such compro- 
mises are binding upon both parties and will not be set aside.® 

Nevertheless, like other contracts, a mutual mistake of fact’® or a 
mistake of law may be sufficient ground for securing relief from the 
performance thereof. 

It will be noted that each of these statutory methods for the adminis- 
trative settlement of tax cases requires the approval of the Secretary, 
the Under Secretary, or an Assistant Secretary of the Treasury ** before 
any degree of finality will attach thereto. The Commissioner has been 
granted the power to enter into a closing agreement. So also, any officer 
or employee of the Bureau of Internal Revenue, including the field service, 
is empowered to enter into such an agreement, provided that the written 
authorization of the Commissioner is first secured. Up to the present the 
Commissioner has not seen fit to accord such authorization. 

Bureau practice and procedure in connection with both types of statu- 
tory settlements are overly cumbersome and tend to defeat the legislative 
intent of providing a vehicle for effecting swift, out-of-court disposition 
of tax controversies. Closing agreements are indeed “ponderous things.” ** 
The Income Tax Unit first prepares the closing agreement, at the request 
of the taxpayer, on Form 906 (where it relates to separate items affecting 
liability). If the agreement covers future transactions, the Closing Agree- 
ment Committee then considers the matter of approving the agreement. 
Closing agreements which refer to past transactions are reviewed by the 
Chief Counsel’s Committee. The next step is the recommendation of 
approval or rejection by the Chief Counsel, whereupon, if the agreement 


pursuant to the compromise, on the theory that if the tax itself is returned as unwar- 
ranted, the interest paid under the compromise should also be returned. The Court 
further stated that it construed the compromise agreement as conditional upon the 
establishment of the validity of the tax itself. 

® For example, binding on the taxpayer: Walker v. Alamo Foods Co., 16 F.2d 694 
(C.C.A.5th 1927), cert. denied, 274 U.S. 741 (1927), and Ely and Walker Dry Goods Co. 
v. United States, 34 F.2d 429 (C.C.A.8th 1929), cert. denied, 281 U.S. 755 (1930). 

Binding on the Government: Arkwright Mills v. United States 27 F.2d 550 (1928). 

Mutually binding: Reynolds v. Gnichtel, 1 F. Supp. 606 (D. C. N. J. 1932). 

10 Colorado Milling & Elevator Co. v. Howbert, supra note 8. 

11 Cloister Printing Corp v. United States, 100 F.2d 355 (C.C.A.2d 1938), where it 
was mistakenly assumed that jigsaw puzzles were taxable as games. 

12 Prior to the 1938 Act, only the Secretary and Under Secretary of the Treasury 
were authorized to approve such agreements. By section 802 of the 1938 Act, the 
Assistant Secretary was endowed with the same authority as his immediate superiors 
in the Department, in so far as these sections are concerned. 

13 Maguire and Zimet, Hobson’s Choice and Similar Practices In Fedcral Taxation, 
48 Harv. L. Rev. 1281, 1309 (1935). 
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is recommended for approval, tre Commissioner will then so inform the 
taxpayer by letter. When the agreement has been signed and returned 
by the taxpayer, the Commissioner and Chief Counsel will endorse their 
assent and transmit it to the Secretary’s office for final approval. Agree- 
ments on orm 866 (where the total tax liability is involved) are routed 
through the Special Deputy Commissioner and, if approved, transmitted 
to the Commissioner and Chief Counsel for their consent. The final 
approval, of course, emanates from the Office of the Secretary.** If all 
of these steps have been accomplished and approval obtained within the 
time stated in the agreement, it is final and conclusive on the parties thereto. 

An offer in compromise is subjected to much the same sort of “fine- 
combing” process. The offer is submitted by the taxpayer on Form 656, 
accompanied by Form 433 (financial statements), to the Collector of 
Internal Revenue. From the Collector’s office the offer proceeds to run 
the gamut of official scrutiny under the successive observation of the 
Bureau office handling the case (which must prepare a report), Special 
Deputy Commissioner, Commissioner, Chief Counsel, Secretary of the 
Treasury (or Under Secretary or Assistant Secretary) and back to the 
Collector, who then notifies the taxpayer of the decision. Final acceptance 
on behalf of the Commissioner and Secretary is made through the Tech- 
nical Staff headquarters in Washington. 

The unwieldiness of these statutory schemes for the settlement of 
cases involving our internal revenue laws, the physical impossibility of 
having the designated officers pass on every proposed agreement, and the 
many months of indecision between the inception of an offer and ultimate 
action by the Department have all contributed to the development of an 
expanding practice in Bureau procedure, the non-statutory settlement. 
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Non-STATUTORY SETTLEMENTS 


A “non-statutory” agreement is, by hypothesis, one which does not 
comply with the provisions of the Internal Revenue Code. Such agree- 
ments are perhaps more familiarly known to the tax practitioner as Form 
870, Form 890, or Form 890A waivers. Treasury Department Form 870 
is a regularly promulgated form, used by the Commissioner of Internal 
Revenue for the purpose of having a taxpayer waive the restrictions con- 
tained in the statutes against immediate assessment and collection of a 
deficiency in income tax.'* This form is the income tax counterpart of 


14 As amended, 13 F.R. 4122, July 20, 1948. 

15 T.R.C. §272: 

“(d) Waiver of Restrictions—The taxpayer shall at any time have the right, by a 
signed notice in writing filed with the Commissioner, to waive the restrictions provided 
in subsection (a) of this section on the assessment and collection of the whole or any 
part of the deficiency.” 
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Form 890, relating to estate tax, and Form 890A relating to gift tax. 
In the absence of such a waiver, a taxpayer would have recourse to the 
Tax Court of the United States prior to the making of an assessment. 

Due to the relative infrequency of the use of the statutory method,"® 
the Office of the Internal Revenue Agent in Charge and the Technical 
Staff have assumed increasingly important roles in the administrative 
process of settling tax cases by securing waivers. 


CONDITIONAL \\V AIVERS 


The usual “note” to Form 870 states, in unambiguous terms, that it 
is not a final closing agreement under section 3760." In this connection 
it is interesting to note the report of the Attorney General's Committee 
on Administrative Procedure, Department of Justice, Washington, D. C., 


dealing with the Administration of Internal Revenue Laws.’* Therein 
it is stated : ** 
Tentative Agreements with Taxpayers. ... An Agreement is evidenced 


by the taxpayer’s signing a Waiver of Restrictions on Assessment and Col- 
lection of Deficiency (hereinafter called “Waiver”), or an Acceptance and 
Collection of Deficiency (hereinafter called ‘“Acceptance”’). 

The Waivers or Acceptances so signed are binding neither on the tax- 
payer nor on the Government, for the Commissioner remains free to assess 
a further deficiency, while on the other hand, the taxpayer may claim a refund 
of the deficiency assessed against and paid by him, or any part of the tax 
originally paid; the taxpayer’s acceptance of a refund does not prevent his 
claim and suit for an additional sum, or the Government’s suit to recover 
the refund erroneously made. 


The fact that the Government does not always abide by these informal 
agreements readily appears from the same Monograph: 


But upsets of specific agreements from taxpayers are understandably 
irritating when they occur; for taxpayers may feel that they have been led 
to make concessions and to pay deficiencies which would have been resisted 
if the Bureau’s eventual attitude had been known, at the outset. The occa- 
sional agreement which is upset first by the field reviewer, and then in 
Washington, is, of course, particularly galling to the taxpayer. 


The foregoing Monograph and the decided cases * unquestionably 


16 See note 3 supra. 

17 Note to Form 870: 

“The execution and filing of this waiver at the address shown in the accompanying 
letter will expedite the adjustment of your tax liability as indicated above. It is not, 
however, a final closing agreement under Section 3760 of the Internal Revenue Code, 
and does not, therefore, preclude the assertion of a further deficiency in the manner pro- 
vided by law should it subsequently be determined that additional tax is due, nor does it 
extend the statutory period of limitation for refund, assessment, or collection of the tax.” 

18 Vol. No. 1, Monograph No. 22, 25-28. 

19 Jd. at 25. 

20 Infra under heading Botany Mitts AND Later CAsEs. 
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demonstrate that no binding commitment is effected, one way or the 
other, by virtue of the execution of the waiver form per se. The only feat 
accomplished thereby is that the parties are tentatively brought closer 
together and the opportunity for a final settlement is crystallized. 

This is not to be interpreted as a statement that such agreements are 
never binding. The judicial mind has invoked several doctrines from the 
law of contracts on which to base those of its decisions which hold that 
such waivers are conclusive, particularly on the taxpayer. The usual 
theories are those of estoppel ** and account stated.” 

Nevertheless the statutory procedure outlined in the Code has been 
held to be exclusive and to require strict adherence.** Thus, neither the 
Commissioner nor his staff has the power to effect a final settlement 
without the requisite approval of the Secretary, Under Secretary or an 
Assistant Secretary of the Treasury. Typical of the many cases con- 
fronting the Commissioner or his staff, which hhave led to the present-day 
muddled state of the law on the question of settlements is the following: 
Taxpayer John Doe paid a disputed deficiency, which the Commissioner 
proposed to assert against him, just prior to the termination of the assess- 
ment period. Settlement was effected by means of the usual type of 
waiver. The statute of limitations then ran on the Commissioner’s right 
to assert a further deficiency and he now finds himself barred. Not so 
with Mr. Doe, who now seeks to reopen the dispute by filing a claim for 
refund. It is precisely such a state of facts which has given rise to the 
Bureau’s prevalent practice of inserting in the printed form of waiver an 
agreement by the taxpayer not to sue for refund, to pay the deficiency 
promptly upon assessment, not to seek to compromise it, and to sign a 
closing agreement upon request. Such provisions are added in an attempt 
to secure the effect of a closing agreement without meeting the require- 
ments of section 3760. The validity of such agreements is extremely 
doubtful inasmuch as they have never been accorded the formality of an 
execution by the Government in conformity with the statute.” 

These conditional waivers have been approached with an understand- 


21 Backus v. United States, 59 F.2d 242 (Ct. Cl. 1932) and Rubel Corp. v. Rasquin, 
43 F. Supp. 111 (1942), aff'd, 132 F.2d 640 (C.C.A.2d 1943). In the latter case the 
taxpayer brought suit for the recovery of payments made in compromise. The Court 
denied recovery and based its decision on estoppel. Both parties had acted upon the 
compromise offer even though it had never been formally executed by the Treasury. 
See the general discussion infra under heading Borany Mitts AND LATER CASES. 

22 Stearns Co. v. United States, 291 U.S. 54 (1934) and Bonwit Teller & Co. v. 
United States, 283 U.S. 258 (1931). 

239 Mertens, Law or FepERAL INCOME TAXATION $52.22 (1943). See Botany Worsted 
Mills v. United States, 278 U.S. 282 (1929) to the same effect, discussed infra under 
heading Borany Mitts anp Later CAsEs. 

24 See the discussion of the cases infra. 
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able cautiousness by the taxpayer and his counsel. The taxpayer is wary 
of the Government's tactics in purporting to bind him without binding 
its2lf not to assert additional tax liability. While the taxpayer's attitude 
nceds no justification, it must be remembered that the Treasury is pre- 
sumably powerless to bind itself by any statement in a waiver, unless the 
implications of the opinion in Guggenheim v. United States are correct.” 
The Botany Mills case ** has never been overruled and stands for the 
general proposition that the statutory method of obtaining finality is ex- 
clusive. More recent cases have adhered to the Botany Mills decision 
and accordingly, found no basis for binding the taxpayer to a “non-bind- 
ing” agreement.** The required approval must still be obtained. 

Should many similar actions be instituted by taxpayers, attempting 
a change of position from that taken on conditional waivers, the Bureau 
might very well recommend legislation to the effect that conditional 
waivers be made binding on the taxpayer.** It is suggested that a litigious 
attitude on the part of taxpayers will prove detrimental to their own 
interests and seriously hamper the administrative settlement of tax dis- 
putes by informal agreements. 


INDECISIVE DECISIONS 


The case law on the subject of settlements is not clearcut. The de- 
cisions are not easily categorized as being based on one or the other of 
sections 3760 or 3761, or both. Every settlement or agreement has been 
arrived at only after a series of conferences at which concessions have 
been granted by both parties. Thus, the element of compromise neces- 
sarily plays an important part in each settlement between a taxpayer and 
the Bureau. Hence, any court confronted with the problem of interpreting 
the legal effect of an agreement executed on Form 870, Form 890, or 


2577 F. Supp. 186 (1948). Certiorari was denied by the Supreme Court on January 
10, 1949, — U.S. — (1949). See discussion infra. 

The Court of Claims stressed the fact that it found “mutuality” present in the con- 
ditional waiver therein involved. The taxpayer had agreed not to file a claim for 
refund if the Commissioner accepted the proposal. The footnote set forth the usual 
provision that the form did not preclude the assertion of a further deficiency. This 
statement was stricken. The taxpayer was held to be bound and precluded from main- 
taining his suit. It is submitted that the decision is erroneous unless the “overtones” 
of the opinion are sound law, i.c., the Commissioner would likewise be bound if he 
were seeking to bring the action. This exact question was not presented for the Court’s 
consideration. 

26 Supra note 23. 

27 For example, Joyce v. Gentsch and Bank of New York v. United States, supra 
note 4. 

28 See Joyce v. Gentsch, supra note 4. Such legislation might take the form of a 
prohibition against the filing of a claim for refund where the taxpayer has executed a 
waiver specifically stating that he would not file a refund claim. 
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form 890A, not under either section 3760 or section 3761, has to grope 
its way through a maze of precedents based on these statutory provisions 
for final settlements, in an attempt to decide a non-statutory case. Since 
such agreements are “compromises” and basically a matter of contract, 
the doctrines of that branch of the law have been invoked frequently.” 


Botany MILLs AND LATER Cases; ESTOPPEL IN THE LAw OF TAXATION 


Generally, a compromise is defined as, and connotes, a settlement reached 
by mutuality of concession between the parties. The Supreme Court 
added to this definition in Botany Worsted Mills v. United States,*° by 
holding that a strict compliance with the statutory provisions was neces- 
sary to an effective compromise under the internal revenue laws. 

Specifically, the Court held that a waiver, similar to those in use today, 
did not constitute a binding agreement upon the taxpayer, that a compro- 
mise which is not assented to by the Secretary of the Treasury is un- 
authorized by the statute, and that the taxpayer was accordingly not pre- 
cluded from recovering any portion of the tax paid to which i: would 
otherwise be entitled. The Supreme Court stated that Congress intended 
by the statute to prescribe the exclusive method by which tax cases could 
be compromised, requiring therefor the concurrence of the Commissioner 
and the Secretary, and prescribing the formality with which, as a matter 
of public concern, it should be attested in the files of the Commissioner’s 
office. Certainly Congress did not intend to entrust the final settlement 
of such matters to the informal action of subordinate officials of the 

3urcau. When a statute limits a thing to be done in a particular mode, it 
includes the negative of any other mode; the statute prevailed against a 
Government plea of estoppel. 

Upon the authority of the Supreme Court’s holding in the Botany Mills 

case, it was held in L. Loewy & Son v. Commissioner,” that where a 


29 Sce note 21 supra as to estoppel, and note 22 supra as to an account stated. The 
same judicial attitude has also been’ displayed in criminal tax cases. For example, in 
Willingham v. United States, 208 Fed. 137 (C.C.A.5th 1913), a taxpayer paid his tax 
plus a 50% penalty in full reliance on the statement of a deputy collector that no 
criminal complaint would be filed. The technical rules of the statute were not followed. 
It was held that a valid compromise was effected despite the lack of strict statutory 
compliance. The money retained by the Government was sufficient evidence of an 
acceptance. 

Other criminal cases to the same effect are Rau v. United States, 260 Fed. 131 (C.C.A. 
2d 1919) and Oliver v. United States, 267 Fed. 544 (C.C.A.4th 1920), both giving full 
effect to the nonstatutory compromises therein involved. Subsequent to the Botany Mills 
decision, the Rau case was overruled in National City Bank of N.Y. v. Helvering, 98 
F.2d 93 (C.C.A.2d 1938). 

~° 278 U.S. 282 (1929). 

3131 F.2d 652 (C.C.A.2d 1929). 
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taxpayer, in reply to notification of an additional assessment, accepted as 
correct the Commissioner’s statements of the net additional tax liability, 
agreed to its assessment, and subsequently made payment, no defense of 
accord and satisfaction, or estoppel, could be successfully set up as a bar 
against the assessment and collection of additional taxes. The observation 
was made that a binding adjustment of a disputed tax can be had only 
in the manner prescribed by statute ; and that the Commissioner of Internal 
Revenue was free to revise his figures and make his final assessment at 
any time within the period allowed by statute. The approval of the Secre- 
tary was lacking. The taxpayer’s attempt to invoke the aid of an estoppel 
against the Government met with failure. 

To the same effect is Joyce v. Gentsch,** where a waiver on printed 
Form 870 had been executed and the tax paid. Said waiver contained a 
clause providing that if the proposal therein was accepted, the taxpayer 
agreed, with minor exceptions, not to file or prosecute any claim for 
refund of income taxes for the year 1934. After the statute of limita- 
tions had run against the Commissioner’s right to make a further assess- 
ment, the taxpayer filed a claim for refund and upon rejection thereof 
instituted suit. The Commissioner’s defense of equitable estoppel was 
sustained by the District Court. 

In holding the District Court in error, the Circuit Court stated, on 
appeal, that the waiver was not binding upon the Government inasmuch 
as it had not been signed, approved, or accepted by anyone authorized 
by the Act of Congress to bind the Government to a tax compromise or 
a closing agreement, and that accordingly, it did not bind the taxpayer. 
Further, that the instrument did not even purport to bind the Government 
since it was expressly stated therein that it was not a final closing agrec- 
ment and that a further tax deficiency could be assessed. 

Moreover, the Circuit Court held that the doctrine of equitable estoppel 
was not applicable. It stated that there was no -vidence of misrepresenta- 
tion of fact upon which the Government relied and no concealment of 
information, upon which the defense of estoppel could properly he 
grounded. The Commissioner had a sufficient period of time within which 
to act before being barred by the statute of limitations. Said the Court: 
“Tn these circumstances, if he allowed the statute of limitations to run 
without taking appropriate action upon the strength of the information 
which he possessed, it is now too late for him to complain.” Thus, there 
was no estoppel against the taxpayer. 


More recently, the Tax Court, in Charles S. Payson,® 


was presented 


32141 F.2d 891 (C.C.A.6th 1944). 
33 T.C, Memo. Dkt. 9530. CCH Dec. 15,827 (1947), aff'd in Payson v. Comm’r, 166 


F.2d 1008 (C.C.A.2d 1948). 
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with the question whether the Commissioner was precluded from assert- 
ing an additional deficiency by reason of the fact that payment had been 
made pursuant to a waiver on Form 870. The Court held that the waiver 
was not a final closing agreement under section 3760 and therefore did 
not preclude the assertion of a further deficiency. The form stated on its 
face that “It is not, however, a final closing agreement under section 3760 
of the Internal Revenue Code, and does not, therefore, preclude the 
assertion of a further deficiency.”” The Circuit Court affirmed the Tax 
Court and said the taxpayer’s claim of estoppel was groundless. 

Estoppel was applied against the taxpayer in Backus v. United States,* 
where the crux of the case and the feature distinguishing it from Botany 
Mills consisted in the fact that all matters affecting the tax liability of the 
plaintiff were finally and conclusively settled by the agreement and stipu- 
lations executed and filed with the Board of Tax Appeals. The Govern- 
ment had prepared for trial but at the taxpayer’s request entered into 
negotiations for the settlement of the case. Upon the basis of the result- 
ing stipulations, the Board of Tax Appeals entered a consent judgment. 
Certainly, there existed here all the elements of estoppel against the tax- 
payer’s challenge to the finality accorded the agreement which had only 
been orally approved by the Secretary. 

And in Ralston Purina Co. v. United States,*° the plaintiff received a 
notice of deficiency in tax for the year 1918. To avoid payment thereof, 
plaintiff sent the Commissioner of Internal Revenue a telegram request- 
ing that collection of said sum be withheld until an overpayment in tax 
for 1919 was adjusted. The Commissioner ‘acceded to plaintiff’s request 
and the Collector was authorized to withhold collection until the over- 
assessment was determined. Both assessment and collection were deferred 
accordingly until barred by the statute of limitations. 

In holding that the plaintiff was estopped to assert the bar of the statute 
of limitations, the Court found that but for the plaintiff’s telegram the 
assessment would have been made prior to the expiration of the limita- 
tion period. The Commissioner had been specifically requested to defer 
action and did so in reliance upon plaintiff's agreement to act accordingly. 
The plaintiff was, therefore, merely precluded from reversing its position 
after mancuvering the Commissioner into an inextricable situation. 

Still another example of the application of estoppel to defeat a tax- 
payer is Burnet v. San Joaquin Fruit & Investment Co.** The taxpayer 
there sought to change its position by asserting it was the wrong tax- 
payer and that the deficiency was properly due and owing from another 


34 Supra note 21. 
3558 F.2d 1065 (Ct. Cl. 1932). 
3652 F.2d 123 (C.C.A.9th 1931). 
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person. The statute of limitations had run against such other person so 
that the Commissioner was barred from an additional assessment. Of 
course, the Court held the taxpayer estopped. 

In 1948 the Court of Claims handed down its decision in Guggenheim 
v. United States.*’ The case is another in the line of those bearing on the 
finality of waiver forms. Briefly, the taxpayer sued to recover income 
taxes allegedly overpaid for the years 1938 and 1939 by reason of de- 
fendant’s failure to allow deductions for certain non-trade and non-busi- 
ness expenses which were not allowable at the time plaintiff's returns were 
audited but which plaintiff claimed were allowable by reason of the Reve- 
nue Act of 1942. Upon the original audit of plaintiff's returns for the 
earlier years, certain adjustments were proposed and plaintiff signed 
income tax Form 870 and subsequently paid the proposed deficiencies. 
There was typed or said form the following: “If this proposal is accepted 
by or on behalf of the Commissioner, the case shall not be reopened nor 
shall any claim for refund be filed or prosecuted respecting the taxes for 
the year(s) above stated, in the absence of fraud, malfeasance, conceal- 
ment or misrepresentation of a material fact, or of an important mistake 
in mathematical calculations. . . .”” The footnote stated that the form 
does not “preclude the assertion of a further deficiency in the manner 
provided by law should it subsequently be determined that additional tax 
is due. . . .” This latter portion was stricken. 

In holding that the plaintiff was precluded from maintaining his suit, 
the Court reached the conclusion from the evidence in the case that there 
was a meeting of the minds as to the fmal disposition of the case. The 
Court pointed out that the document executed was not a mere waiver on 
usual Form 870 because of the important additions and alterations made 
to it. The portion inserted in the form specifically stated that the case 
could not be reopened nor could any claim be filed except for the causes 
set forth therein and the plaintiff made no showing as to any of such 
elements. The Court also emphasized the fact that there was “mutuality” 
in the agreement for the reason that the provision permitting the further 
assertion of a deficiency had been stricken, thereby implying that the 
Government was likewise bound by its statements made in the waiver. 

Thus, we have a situation where the taxpayer filed his claim when the 
statute of limitations barred the Commissioner and there was no formal 
settlement in compliance with section 3760. Yet despite these factors 
and the authority of the Botany Mills case, the Court held the taxpayer 
was estopped. While the result may be justified on some theory of con- 
tract law, it is submitted that the “mutuality” basis of the decision was 
incorrect. The decision can only be correct, as to the mutuality argument, 


87 Supra note 25. 
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if under similar circumstances the Commissioner would be held to be 
bound. 

The most recent decision bearing upon the finality of waiver forms 
and their effectiveness to foreclose suits upon claims for refund is Bank 
of New York v, United States.** The plaintiff, as executor of the Estate 
of Edward R. Nichols, deceased, filed a federal estate tax return and paid 
the amount of tax shown to be due thereon. The Commissioner proposed 
a deficiency, which was protested by the executor, who in turn made a 
written offer of settlement. The Commissioner ‘“‘accepted”’ the proposal in 
a letter sent to the plaintiff acknowledging receipt of the offer and en- 
closing a waiver on l‘orm 890, The waiver was promptly executed, the 
executor thereby agreeing to an immediate assessment and collection of 
the deficiency. The note at the bottom of the waiver stated that it did not 
extend the statute of limitations and was not to be considered a closing 
agreement or a bar to the filing of a refund claim. The settlement amount 
was promptly paid by the taxpayer and the Commissioner notified the 
executor that the case was considered “closed’”’ in the Bureau. After 
further assessment was barred (more than three years since the filing of 
the return) but while the statutory period for filing a refund claim was 
open, the executor filed a refund claim. This suit followed. After it had 
been commenced, the plaintiff’s original settlement letter was endorsed as 
accepted by the Commissioner of Internal Revenue and approved by the 
Acting Secretary of the Treasury almost six years from the date it was 
tendered. 

The District Court held “that the priticiples of equity prohibit the 
plaintiff's repudiation of the account stated and settled, and the plaintiff 
is therefore estopped to maintain the action.” 

The Circuit Court of Appeals for the Third Circuit reversed the Dis- 
trict Court on the ground that there was not a true account stated because 
the agreement was not a final settlement of liability. While the Commis- 
sioner acted upon the informal agreement and considered the case “closed,” 
he was not then barred from making an additional assessment. No final 
settlement was made until and unless the agreement had been approved 
in accordance with the statute. The necessary signatures were obtained 
after suit had been started, but by then it was too late. 

The Court went on to state further that the refund sought was not 
barred by the doctrine of equitable estoppel and said that: “Under the 
facts there has been no misrepresentation by the taxpayer to the detriment 
of the government. An agreement of settlement was entered into which 
was not binding on either side. Now, after the statute of limitations has 


38 Supra note 4. The Government has filed no application for certiorari although it 
applied for and received an extension of time to file such application. 














1949] INFORMAL FEDERAL TAX SETTLEMENTS . 489 


expired as to the government, the appellant seeks a refund from the tax 
it has paid under the settlement. In this no damage arises to the govern- 
ee 

It seems clear that there can be no doubt as to the propriety of this 
decision. There was no insertion in, or deletion from, the waiver form 
involved which gave it the status of a “final” agreement. And under the 
present state of the law, no such insertion or deletion could ever accord 
finality to a waiver. That characteristic can only be accorded as a matter 
of legislative grace. The waiver explicitly stated that the statute of 
limitations was not thereby extended for purposes of a refund or assess- 
ment of tax, and it was specifically stated that the submission of the waiver 
would not prejudice appellant’s right to file a claim for refund. Since 
there could be no mutuality about the instrument and there was nothing 
which illustrated any meeting of the minds as to the final disposition of 
the case, the Court reached a correct result in holding that the taxpayer 
was not barred from bringing the suit. Certainly, if the Commissioner 
is not barred from asserting a further deficiency by reason of the execu- 
tion of the waiver form, a taxpayer ought not to be precluded from filing 
a timely claim for refund. 


SUGGESTIONS AND CONCLUSIONS 


It has not been the author’s purpose to analyze all the decisions passing 
upon the finality of non-statutory settlements. Rather, a selection has 
been made of representative decisions to, illustrate the many facets of the 
problem which merit the consideration of taxpayers, their counsel, and 
the Government. Suffice it to say that the potentialities of the dangers 
latent in waivers on Form 870, Form 890, and Form 890A have been 
amply demonstrated. 

The taxpayer would act wisely by assuming the initiative in matters 
concerning waivers, by inserting conditions protecting his own revenues. 
Thus he might, perhaps, write a clarifying statement on the waiver itself 
to the effect that the settlement on Form 870 is not final, or condition his 
consent on the Commissioner’s acceptance thereof and settlement being 
final. If it is the desire of the taxpayer to file a claim for refund after he 
has paid the deficiency, he should take such a position and so state on 
the waiver. Furthermore, the taxpayer should state that the waiver is not 
to be construed as an extension of the statutory period for making assess- 
ments. These and similar devices have proved effective in many cases 
and have resulted in taxpayers’ victories.” 


39 United States v. S. F. Scott & Sons, Inc., 69 F.2d 728 (C.C.A.1st 1934) where 
the waiver read as follows: “The taxpayer expressly reserves the right to appeal or 
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It is submitted that the entire question of such informal agreements 
merits legislative attention. There should be no reliance on the doctrine 
of estoppel, account stated, or accord and satisfaction on either the 
Government’s or the taxpayer’s part. Moreover, if reliance is to be placed 
on estoppel, it appears that estoppel is an equitable principle and should 
be applied justly and in equity to both parties. The remarks of Maguire 
and Zimet are pertinent at this point: “This at last brings us squarely 
to the lopsided nature, or at least appearance, of estoppel in federal tax 
cases. If we say with Mr. Justice Holmes, ‘Men must turn square corners, 
when they deal with the Government,’ it is hard to see why the govern- 
ment should not be held to a like standard of rectangular rectitude when 
dealing with its citizens.” *° If such non-statutory settlements are to be 
final and binding on taxpayers, they should be equally final and binding 
on the Government. Mutuality should exist in every such situation.” 

To argue that the Treasury is powerless to bind itself,** if true, is to 
state the very core of the problem and perhaps suggest a solution. Give 
the Treasury the power it lacks! New legislation is needed that will 
accord finality to settlements without the necessity of obtaining approval 
from the heads of the Department. Responsibility should not be anchored 
to a limited few “superior” officials but delegated more widely to those 
now actively engaged in effecting such settlements. The recommendation 
of the Attorney General’s Committee should be enacted into law, i.e., the 
Heads of the Technical Staff Divisions should be empowered to effect 
conclusive agreements for the Government. In fact and practicality these 
administrative settlements are final: why not make them so legally? The 
Guggenheim case, if good law, should be made to apply to the Government 
as well. 

If it is said that the public revenues cannot be entrusted to the pro- 
tection of inferior officials of the Bureau, then it must be pointed out that 
these inferiors are in a better position to give away the Treasury than 
the Secretary himself. And, if evil is to be ascribed to subordinate officers, 


file a claim for refund, if upon further investigation it appears that the determination 
of the assessment is erroneous.” 

Similarly, H. & B. American Machine Co. v. United States, 11 F. Supp. 48 (Ct. Cl. 
1935) where the insertion was as follows: 

™ provided that such assessment is made within the period now allowed by Sec- 
tion 277 of the Revenue Act of 1924. 

“This consent is signed without any admission or agreement on the part of the tax- 
payer that the tax to be shown by the assessment is correct and the taxpayer reserves 
in every way complete rights to ask for refund, abatement or credit for all or any part 
of the tax to the same extent as if this consent had not been executed.” 

40 Maguire and Zimet, op. cit. supra note 13, at 1299. 

41 Sce the Guggenheim and Bank of New York cases, discussed supra, on the mutu- 
ality point. See also note 25 supra. 

42 See text at note 25 supra. 
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they do not need the tool of closing agreements to implement their work.** 
Vesting them with the suggested power to bind the Government will 
encourage obedience of the revenue laws and sound tax administration. 

The declaratory judgment procedure which has proved so successful in 
the field of ordinary litigation, suggests another possible step in the proper 
direction.** Some such machinery might be made available for Govern- 
ment use to give the taxpayer the definitive answers he desires. It is cer- 
tainly worthy of trial. 

As shown herein, the law is in a considerable state of confusion on this 
subject. The solution would appear to lie in clarification by the Supreme 
Court or the Congress. It is hoped that this will occur and until such time 
as it does, even an astute analysis of the facts of each case will not guar- 
antee to counsel the conclusion reached. 


43 However, it is submitted that no such implication is justified by the facts. 

44 Such a device was suggested by Maguire and Zimet in 1935. A recommendation for 
declaratory administrative rulings was proposed to Congress by the Treasury Department 
in 1938 and rejected. The 1938 Act amended the statute so as to make provision for 
prospective, as well as retrospective, closing agreements. This was the congressional 
substitute for the proposed declaratory ruling procedure. 

















TAX LAW REVIEW 


Published Quarterly by The New York University School of Law 
Subscription price $6.00 per year, single issue $2.00 


Facutty Ep1tors 


Epmonp N. Caan, Editor-in-Chief 
M. A. DECAPRILES Mark H. JoHNSON 
Jerome R. HELLERSTEIN Harry J. Rupickx 
GERALD L. WALLACE 


Ratpx F, BiscHorr, Business Manager 
HERBERT PETERFREUND, Assistant Business Manager 
Apvisory Boarp 


Hon. ArtHuR T. VANDERBILT, Chairman 


Maurice AUSTIN LAWRENCE E. GREEN STANLEY S. SuRREY 
New York, N. Y. Boston, Mass. Berkeley, Calif. 
Roy BioucH J. K. Lasser Tuomas N. TARLEAU 

Chicago, IIl. New York, N. Y. New York, N. Y. 
SAMUEL O. CLarK, Jr. MERLE H. MILLER WESTON VERNON, Jr. 
Washington, D. C. Indianapolis, Ind. New York, N. Y. 
Wa tter A. Cooper “Ropert N. MILLER Rosert W. WALES 
New York, N. Y. Washington, D. C. Chicago, IIl. 
Jesse R. FIntMan GeorGE Maurice Morris J. P. WENCHEL 
New York, N. Y. Washington, D. C. Washington, D. C. 


RanpotpH E, Pau 
Washington, D. C. 


GRADUATE EDITORS 


Exvsert G. BELLows WittraM M. Kaptan Epwarp W. Morris 
ArNoLD HoFFMAN Joun A. Kinc MEYER SUGARMAN 


As issues of tax law and policy are frequently controversial, readers of the Tax Law 
Review will understand that the opinions expressed herein are not necessarily those 
of its Editors or of the Advisory Board. An article or note contributed by a public 
official does not necessarily represent the views of the applicable department unless 
expressly so stated in the particular instance. 

Address all correspondence regarding editorial matters to Mr. Edmond N. Cahn, 
Editor-in-Chief, 225 Broadway, New York 7, N. Y. All business matters should be 
referred to Mr. Ralph F. Bischoff, Business Manager, New York University School of 
Law, Washington Square, New York 3, N. Y. 


493 








Notes 


Earnings and Profits: An Accounting Concept? Since the inception 
of our present system of income taxation in the United States, practical as 
well as constitutional considerations have restricted the taxation of corporate 
distributions as dividends. Such distributions are considered dividends only 
to the extent of the corporation’s earnings and profits accumulated since 
lebruary 28, 1913, or to the extent that they are covered by the earnings and 
profits of the taxable year.’ All other distributions are treated as being in 
complete or partial liquidation, in exchange for stock, or as returns of capital.” 
To a considerable degree the income tax law has developed from and is pred- 
icated upon recognized accounting practices. Although this is generally felt 
to be true with regard to the analogy between the income tax concept of earn- 
ings and profits and the accounting classification of earned surplus, a com- 
parison of the two indicates certain dissimilarities. For purposes of better 
comparison it is first necessary to distinguish those items which, from an ac- 
counting standpoint, are not properly includible in earned surplus * but fall 
under the broad heading of capital surplus.* Capital surplus is generally ac- 
cepted as including paid-in surplus,® donated surplus,® treasury stock surplus,’ 
and sometimes appraisal surplus.* It is generally accepted by accountants that 

1E.R.C. §115(a). 

2T.R.C. §§115(c) and (d); if not a dividend, the distribution reduces the adjusted 
basis of the stock, Reg. 111, Sec. 29.115-4; Ayer v. Comm’r, 100 F.2d 850 (C.C.A.Ist 
1939) ; Shield Co., 2 T.C. 763 (1943). 

’ Defined by the Committee on Terminology of the mnie Institute of Accountants 
as, “the balance of net profits, income and gains of a corporation from the date of 
incorporation (or from the date when a deficit was absorbed by a charge against the 
capital surplus created by a reduction of the par or stated value of the capital stock or 
otherwise) after deducting losses and after deducting; distributions to stockholders and 
transfers to capital stock accounts when made out of such surplus.” AccouNTING RE- 
stArcH Butvetin No. 9. 

4The surplus of contributed capital beyond the portion dedicated to legal capital. 
Kester, ADVANCED AccouNnTING 470 (4th ed. 1946). 

5 The term “paid-in surplus” is often used in a general way as a synonym for capital 
surplus. In its restricted sense, however, it includes premiums on stock, stock assess- 
ments, and other non-gratuitous contributions to the capital of a corporation. 

6 Donated surplus measures the amount of contributions from any source. In the case 
of donations for the purpose of launching or reorganizing an enterprise, the resulting 
surplus is essentially a form of capital surplus. Accountants Hanpsook 1192 (3d ed. 
1943). 

7 The summation of gains and losses arising from the purchase and sale by a corpora- 
tion of its own stock. 

8 Appraisal surplus arises from an upward revaluation of assets. In general, account- 
ants are not favorable to recognition of appreciation except in case of quasi-reorganization 
or other special circumstances. ACCOUNTANTS HaANpBook 1192 (3d ed. 1943). 
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capital surplus should properly be treated as an addition to the capital account,® 
but nowhere in the Internal Revenue Code or Treasury regulations does 
reference to capital surplus, as such, appear.'® 

Is Capital Surplus a Part of Earnings and Profits? In the case of paid-in 
surplus in the accounting sense, it appears that such receipts by a corporation 
are properly treated as additional capital contributions for both income tax 
and accounting purposes ; ** as such they are capitalized and are not considered 
to be part of the earnings and profits. In some situations, however, it is 
possible for certain distributions from a paid-in surplus to be taxed as divi- 
dends. A situation of this type arises when operating losses in past years 
result in an impairment of paid-in surplus. It would logically seem to follow 
that there can be no earnings and profits until capital has been restored ; 
this is not the case however. Since 1936,'* if an operating deficit exists at the 
beginning of a taxable year, distributions during the year will be considered 
dividends to the extent of profits of that year.%* This in effect recognizes the 
existence of earnings and profits before capital has been recovered, and indi- 
cates an important difference between income tax and accounting concepts, 
since for accounting purposes there can be no earned surplus while capital 
remains impaired.** 

Donated surplus gives rise to another difference in handling corporate sur- 
plus for accounting and income tax purposes. Property donated to a corpora- 
tion when the corporation is launched or reorganized is properly capitalized 
as an additional contribution to capital." Upon sale or exchange of the prop- 
erty it is also accepted accounting practice to capitalize any gain or reduce 
donated surplus by the amount of any loss. On the other hand, correct tax 
practice dictates that the realized gain or loss, to the extent recognized,’ 
will increase or decrease earnings and profits.** In spite of the fact that the 
regulations allow voluntary contributions to a corporation by its shareholders 


® While its use is more flexible than legal capital, it is just as much contributed 
capital as is legal capital. Kester, ApvANCED AccounTING 470 (4th ed. 1946). 

10 Other than a vague reference to “paid-in surplus or . . . contribution to capital” 
appearing in I.R.C. §113(a)(8)(B) and Reg. 111, Sec. 29.113(a) (8)-1. See note 5 supra. 

11 W. S. Farish & Co., 38 B.T.A. 150 (1938), aff'd, 104 F.2d 833 (C.C.A.5th 1939) ; 
A & J, Inc., 38 B.T.A. 1248 (1938). 

12 G.C.M. 1552, VI-1 Cum. Butt. 10 (1927). 

13 When I.R.C. §115(a) was amended. 

14T.R.C. §115(a); Reg. 111, Sec. 29.115-2; V. U. Young, 6 T.C. 357 (1946). 

15 Surplus is the amount of net assets over liabilities, including capital stock: Helvering 
v. Canfield, 291 U.S. 163 (1934) ; Willcuts v. Milton Dairy Co., 275 U.S. 215 (1927); 
Edwards v. Douglas, 269 U.S. 204, 214 (1925). Conversely, a deficit is the excess of 
the liabilities, including capital stock, over the assets. 

16 Differences in valuation may arise under I.R.C. §113(a)(2) since for accounting 
purposes a corporation will usually take up donated property on its books at fair market 
value, whereas for tax purposes the basis of the property will be the basis in the donor’s 
hands, except that if such adjusted basis exceeds the fair market value, for purposes 
of determining a loss fair market value will be used. 

17 L.R.C. §112. 

18 Reg. 111, Secs. 29.115-11 and 29.115-12. 
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to be capitalized,’® and the voluntary cancellation by a stockholder of a bona 
fide debt owed by a solvent corporation has been held to be a capital contri- 
bution,*® the Treasury has ruled that if shareholders voluntarily surrender 
a corporation’s own bonds to offset an operating deficit, thus creating capital 
surplus, any distribution from that surplus results in a taxable dividend.” 
Thus it would seem that what is in truth a return of capital is taxed as a 
dividend. 

A corporation’s earnings and profits are not affected by the mere redemp- 
tion of its own stock at a price below the issue price ; ** however, if the stock 
is retained uncancelled in the treasury, its subsequent sale or exchange raises a 
different problem, since the resale of treasury stock is not the same as the 
original issuance of the shares.** For accounting purposes it is permissible 
to capitalize as treasury stock surplus the difference between the purchase 
price of treasury stock and its sale price. Prior to May, 1934 the income 
tax regulations allowed the unrestricted capitalization of gain or loss on the 
sale or exchange of treasury stock.** Since 1934, however, the real nature of 
each transaction is carefully examined, and if a corporation is found to be 
dealing in its own shares as it would in the shares of another, any gain or 
loss is recognized and earnings and profits are affected regardless of how the 
transaction is treated on the books of the corporation.*® In such case, if the 
corporation should choose to capitalize a gain on the sale of treasury stock, 
it would nevertheless be a recognized gain and would swell earnings and 
profits even though the corporation’s earned surplus remained unaffected.”° 

Surplus arising from the write-up of appreciated assets may be capitalized 
as appraisal surplus on the theory that the revaluation of the assets of a cor- 
poration constitutes a “quasi-reorganization.” There is some authority, how- 
ever, for crediting such increases in value to eatned surplus.” Regardless of 





19 Reg. 111, Sec. 29.22(a)-16. 

20 Johnson, Drake & Piper, Inc., 27 B.T.A. 585, (1933), aff'd, 69 F.2d 151 (C.C.A.8th 
1934), cert. denied, 292 U.S. 650 (1934) ; T. B. Floyd, 11 B.T.A. 903 (1928) ; Antoinette 
P. Altmayer, 10 B.T.A. 1091 (1928); Franklin Q. Brown, 9 B.T.A. 965 (1927). 

21 1.T. 1924 , III-1 Cum. Butt. 27 (1924). 

22 United National Corp. v. Comm’r, 143 F.2d 580 (C.C.A.9th 1944), reversing 2 T.C. 
111 (1943). 

23 Firestone Tire and Rubber Co., 2 T.C. 827 (1943), Commissioner’s appeal disinissed, 
C.C.A.6th. 

“4 Reg. 74, Art. 66. But cf. Allyne-Zerk Co. v. Comm’r, 83 F.2d 525 (C.C.A.6th 
1936) ; Dorsey Co. v. Comm’r, 76 F.2d 339 (C.C.A.5th 1935); Comm’r v. Van Camp 
Packing Co., 67 F.2d 596 (C.C.A.7th 1933); Comm’r v. Boca Ceiga Development Co., 
66 F.2d 1004 (C.C.A.3d 1933) ; Comm’r v. S. A. Woods Mach. Co., 57 F.2d 635 (C.C.A. 
Ist 1932); Spear & Co. v. Heiner, 54 F.2d 134 (W. D. Pa. 1931); Walville Lumber 
Co. v. Comm'r, 35 F.2d 445 (C.C.A.9th 1929). 

“5 Reg. 111, Sec. 29.22(a)-15; Comm’r v. Batten, Barton, Durstine & Osborn, Inc., 
171 F.2d 474 (C.C.A.2d 1948), reversing 9 T.C. 448 (1947) ; Helvering v. R. J. Reynolds 
Tobacco Co., 306 U.S. 110 (1939) ; T.D. 4430, XIII-1 Cum. Buty. 36 (1934). 

26 First Chrold Corp. v. Comm’r, 97 F.2d 22 (C.C.A.3d 1938). 

*7 Paton, ApvaNncep AccounTING 549 (1941). On the other hand, the Committee 
on Accounting Procedure of the American Institute of Accountants has taken the posi- 
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which accounting practice is followed, the earnings and profits of the corpora- 
tion will not be affected by a mere increase or decrease in either the book or 
fair market value of its assets, since no income is realized.** The basis of 
the property will remain the same and a gain or loss will be realized when it 
is sold or exchanged. A more difficult problem arises when appreciated 
property is distributed in kind to shareholders. It has been held that the 
distribution in kind of property which has appreciated in value does not in- 
crease the earnings and profits of a corporation.*® As to the shareholders, a 
distribution in kind has been held to be a taxable dividend only to the extent of 
earnings and profits, without including in such earnings and profits the in- 
crease in the value of the assets distributed.*° Conversely, earnings and profits 
are not decreased by any decline in the value of the property distributed.*' In 
connection with the discovery value of certain mines,** it is customary account- 
ing practice to set up discovery value surplus on the books of the corporation. 
This surplus account is in the nature of appraisal surplus and should be 
treated as a capital item.** 

So it would seem that items which for accounting purposes may be properly 
capitalized as a form of capital surplus, are not necessarily removed from 
the earnings and profits of a corporation. Even when earnings and profits 
are allowed to be capitalized for income tax purposes, it has been held that 
they do not lose their identity as earnings and profits. Thus, where a corpora- 
tion capitalized post-1913 earnings and profits by issuing a non-taxable stock 
dividend, subsequently reducing the par value of its shares and capitalizing 
the reduction as capital surplus, and then distributed the capital surplus to 
its shareholders, it was held that such earnings, even though capitalized, re- 
tained their character as earnings and profits and constituted a taxable dividend 
when distributed.** 

Earnings and Profits Compared to Earned Surplus. The income tax regu- 
lations provide that in determining post-1913 earnings and profits, mere book- 
keeping entries increasing or decreasing surplus will not be conclusive.** Some 


tion that the credit resulting from recognition of appreciation should be accounted for as 
a form of capital surplus. ACCOUNTING RESEARCH BULLETIN No. 5. 

28 Reg. 111, Sec. 29.115-2; La Belle Iron Works v. United States, 256 U.S. 377 (1921) ; 
Elton Hoyt, 2nd, 34 B.T.A. 1011 (1936); Saven Corp., 45 B.T.A. 343 (1941). 

29 General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935); V. U. Young, 
5 T.C. 1251 (1945); National Carbon Co., 2 T.C. 57 (1943), app. dismissed, C.C.A. 
2d; Comm’r v. Timken Estate, 47 B.T.A. 494 (1942), aff’d, 141 F.2d 625 (C.C.A.6th 
1944). 

30 V. U. Young, 5 T.C. 1251 (1945); John H. Acheson Estate, 3 TCM 1242 (1944), 
app. dismissed, C.C.A.5th. 

81 R. D. Merrill Co., 4 T.C. 955 (1945). 

32 T.R.C. §114(b) (2). 

83 Kester, ADVANCED ACCOUNTING 482 (4th ed. 1946). 

84 Long v. Comm’r, 155 F.2d 847 (C.C.A.6th 1946), affirming 5 T.C. 327 (1945); 
cf. Rheinstrom v. Conner, 125 F.2d 790 (C.C.A. 6th 1942), cert. denied, 317 U.S. 654 
(1942). That increasing the stated value of shares does not diminish earnings and profits: 
F. J. Young Corp., 35 B.T.A. 860 (1937). : 

35 Reg. 111, Sec. 29.115-3; John T. Wilson, 31 B.T.A. 1022 (1935). 
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weight, however, is given to proper accounting procedure in determining the 
facts of each case. As a general rule, all income, expenses, gains and losses, 
unless capitalized, affect earned surplus, while income,** realized gains and 
losses ** to the extent recognized,** and deductible expenses ** affect earnings 
and profits. A comparison of the methods of treating identical transactions 
for accounting and income tax purposes highlights differences which are often 
reflected in the dissimilar amounts of earned surplus and earnings and profits. 

It might be thought that income from tax-exempt securities and income 
otherwise exempt from taxation by statute or the Constitution would not be 
included in a computation of earnings and profits since it is excluded from 
gross income. The regulations, however, expressly provide that tax-exempt 
income shall be included.*? On the other hand, payments of federal income 
and profits taxes, though not deductible,** and charitable contributions which 
are deductible to only a limited extent,*? act to reduce earnings and profits by 
their full amount.** Amortizable bond premium on wholly tax-exempt bonds, 
although not allowed as a deduction in computing net income, must be taken 
into account in computing the earnings and profits of a corporation.** Further- 
more, it had been held that debts of a corporation which have been barred by 
the statute of limitations are not contributions to the capital of the corporation 
but are an addition to its earned surplus, increasing earnings and profits.** 
These principles by which earnings and profits are determined are entirely 
consistent with the accounting treatment of earned surplus. In the foregoing 
transactions, therefore, earnings and profits and earned surplus are affected 
in the same manner. 

The capitalization of earnings by the issuance of stock dividends is handled 
differently for accounting and income tax purposes. On the one hand, earned 
surplus is reduced by the amount of any stock dividend, while on the other 
hand the Internal Revenue Code expressly stipulates that the issuance of a 
non-taxable stock dividend is not a distribution from earnings and profits.*® 
Another difference in treatment arises in connection with the amortization of 
organization cost. Accountants prefer to write off the expenses of organiza- 

36 T.R.C. §22. 

37 LR.C. §111. 

%8 T.R.C. §112. 

39 T.R.C. §§23 and 24. 

40 Reg. 111, Sec. 29.115-3; Charles F. Ayer, 12 B.T.A. 284 (1928). 

41. R.C. §23(c). 

42 T.R.C. §23(q). 

43 As to federal income taxes paid: G.C.M. 2951, VII-1 Cum. Burr. 160 (1928); 
Comm’'r v. James, 49 F.2d 707 (C.C.A.2d 1931) ; John T. Wilson, 31 B.T.A. 1022 (1935). 
But cf. Helvering v. Alworth Trust, 136 F.2d 812 (C.C.A.8th 1943), cert. denied, 320 
U.S. 784 (1943) ; Paulina duPont Dean, 9 T.C. 256 (1947), where cash basis taxpayers 
were not allowed to deduct accrued but unpaid federal income taxes in computing earnings 
and profits. As to charitable contributions: R. M. Weyerhaeuser, 33 B.T.A. 594 (1935). 

44 1.T. 3764, 1945 Cum. Butt. 188. 

45 Annis Van Nuys Schweppe, 8 T.C. 1224 (1947). 

4® T.R.C. §115(h); John K. Beretta, 1 T.C. 86 (1942), aff'd, 141 F.2d 452 (C.C.A.5th 
1944), cert. denied, 323 U.S. 720 (1944) ; Walker v. Hopkins, 12 F.2d 262 (C.C.A.5th 
1926). 
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tion against earned surplus over the life of the corporation, or over an arbi- 
trary period.*? The regulations provide that such amortization is not deduct- 
ible from gross income ** and the Board of Tax Appeals has impliedly held 
that organization cost is an asset which should remain on the books of a cor- 
poration unimpaired.*® The same problem has arisen in connection with the 
amortization of goodwill. While a corporation may, over a period of years, 
write off goodwill against earned surplus, such annual amortization is not de- 
ductible for income tax purposes and does not reduce earnings and profits.*° 

Where one corporation as a result of stockholdings in another corporation 
receives a non-taxable distribution, it should properly include the amount of 
the distribution in earned surplus for purposes of accounting. The income 
tax regulations provide, however, that where the basis of the shares held is 
allocated between the stock and the property received, earnings and profits 
are not increased by the distribution.** A taxable dividend received by one 
corporation from another would, of course, be included in both earned surplus 
and earnings and profits in its full amount.®? In the case of depreciation and 
depletion, any amounts taken for book purposes in excess of the amount allow- 
able for tax purposes, while reducing earned surplus, will have no effect on 
earnings and profits.®* It is interesting to note that while depletion deductions 
based on a percentage of gross income or on discovery value are allowed in 
computing taxable net income,** they are disregarded for purposes of deter- 
mining earnings and profits and depletion computed in the usual manner is 
used instead.** Other transactions in which earned surplus is increased or 
decreased without affecting earnings and profits are non-recognized gains and 
losses,®* distributions out of pre-1913 earnings and profits,®*’ and distributions 
in liquidation.** 

47 Paton, ApvANCED AccounTING 414 (1941). 

48 Reg. 111, Sec. 29.24-2; Baltimore & Ohio R. R. Co. v. Comm’r, 78 F.2d 460 (C.C.A. 
4th 1935) ; Warner Mountains Lumber Co., 9 T.C. 1171 (1947). 

49 Alamo Coal Co., 31 B.T.A. 869 (1934); Commercial Investment Trust Corp., 28 
B.T.A. 143 (1933); Surety Finance Co. of Tacoma, 27 B.T.A. 616 (1933), aff’d, 77 
F.2d 221 (C.C.A.9th 1935) ; Stephens Fuel Co., Inc., 13 B.T.A. 666 (1928) ; T.D. 2499, 
June 11, 1917. Contra: Hershey Mfg. Co. v. Comm’r, 43 F.2d 298 (C.C.A.10th 1930). 

50 Reg. 111, Sec. 29.23(1)-3; Red Wing Malting Co. v. Willcuts, 15 F.2d 626 
(C.C.A.8th 1926); X-Pando Corp., 7 T.C. 48 (1946); Bills Bros. Memorial Corp. v. 
Comm’r, 7 B.T.A. 1182 (1927) ; Mary M. Dowling, 6 B.T.A. 976 (1927). Cf.-Clarke v. 
Haberle Crystal Springs Brewing Co., 280 U.S. 384 (1930), reversing 30 F.2d 219 
(C.C.A.2d 1929) ; Williams v. McGowan, 152 F.2d 570 (C.C.A.2d 1945). 

S1T.R.C. §115(1); Reg. 111, Sec. 29.115-13. 

527T.R.C. §115(1). 

58 Reg. 111, Sec. 29.115-3; Elton Hoyt, 2nd, 34 B.T.A. 1011 (1936). 

54 T.R.C. §§23(m), 114(b) (2), (3), and (4). 

55 Reg. 111, Sec. 29.115-3; Elton Hoyt, 2nd, 34 B.T.A. 1011 (1936) ; Alamo Coal Co., 
31 B.T.A. 869 (1934) ; Charles F. Ayer, 12 B.T.A. 284 (1928); S. T. Hunt, 4 B.T.A. 
1077 (1926). 

56 Reg. 111, Secs. 29.115-3 and 29.115-12. 

57 Reg. 111, Sec. 29.115-4; Ayer v. Comm’r, 100 F.2d 850 (C.C.A.1st 1939), modifying 
37 B.T.A. 767 (1938). 

587.R.C. §115(c); Reg. 111, Secs. 29.115-4 and 29.115-5; William C. Chick, 7 T.C. 
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Distributions out of depreciation or depletion reserves affect neither earned 
surplus nor earnings and profits, but for different reasons. From an account- 
ing point of view, only the reserve itself is decreased, but the income tax 
regulations treat the distribution as a return of capital reducing the cost or 
other basis of the stock.°® The setting up of a reserve for contingencies or for 
contingent liabilities is not a removal from earned surplus but rather an ap- 
propriation within the surplus account. In accord with this accounting concept, 
it has been held that for tax purposes an earmarking of earned surplus as a 
reserve for contingent liabilities did not affect earnings and profits. 

It would seem therefore, that numerous dissimilarities in the treatment of 
earnings and profits and earned surplus exist. These deviations probably stem 
from two major factors: first, the ease with which established accounting 
methods may be used to hide the actual realization of income, and second, the 
lack of accounting knowledge occasionally exhibited by the courts and counsel. 
Thus it is apparent that in addition to keeping separate records of earned 
surplus for tax and corporate accounting purposes, complete and detailed notes 
should be kept amplifying and explaining any differences in treatment with a 
view toward determining any questions which may subsequently arise. 

—Micuet G. EMMANUEL * 


1414 (1946), aff'd, 166 F.2d 337 (C.C.A.1st 1948); E. Roland Harriman, 7 T.C. 1384 
(1946). 

59 Reg. 111, Sec. 29.115-6. 

60 Paulina duPont Dean, 9 T.C. 256 (1947). 

* Member of Florida Bar; formerly Instructor in Accounting, University of Florida. 
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